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Seacoast Financial Services Corporation is the holding company for
CompassBank and Nantucket Bank and is headquartered in New Bedford,
Massachusetts. CompassBank is a $2.9 billion state chartered savings bank
serving Southeastern Massachusetts through a network of 39 full service
branch offices and 7 remote ATMs, a customer call center and on-line
banking. Nantucket Bank is a $400 million state chartered savings bank serv-
ing Nantucket Island with 3 full service branch offices. CompassBank ranks
as the second largest Massachusetts-based savings bank. The banks provide
a wide array of financial services including consumer banking,
mortgage lending, commercial lending. consumer finance. private banking

and alternative investments to retail and business customers.
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Operating Data:
Net interest INCOME . .o ottt e i $ 102,898
Provision for loan 1osses . ... ..o 6,175
Total non-interest INCOME . . . ..ot e 16,343
Total non-interest expense . .......... ... .. ii oo 65,376
Income before provision fortaxes ................ .. oo 47,690
Provision for income taxes .. ........ vt 16,723
Nt INCOME © ottt e e e 30,967
Financial Condition Data:
TOtAl ASSELS . . v o et e $3,347,467
LOaIS o e e e e 2,574,982
Investment SeCUTTtES . . . o i e e 467,176
DepOSiS . .. 2,192,357
Borrowed funds . ... ... 823,341
Stockholders’ equity ........ ... oo 305,724
Non-performing assets ........ ... 14,483
Allowance forloan 1osses . ... i 29,513
Selected Financial Ratios:
Stockholders’ equity to total assets .......... .. ... ... 9.13%
Total risk-based capital ........... . ... oo 13.34
Net interest margin .. ..........oirmu i 3.47
Interestrate spread . ......... ... e 3.00
Return on average assets . . .......ooivtiiit i .98
Return on average equity ............c.oooiiiiiiiiion, 10.38
Efficiency ratio . ... .. 53.01
Non-performing assets to total assets ...................... 43
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SHAREHOLDERS

1t was a remarkable year for Seacoast Financial Services Corporation, with record
earnings and growth in both loans and deposits. While unemployment rose and
the economic landscape began to falter in 2001, we continued to focus on our
strategy of building our community banking franchise while emphasizing our

commitment to local communities and exceptional service to our customers.

“Our customers clearly appreciate the fact that we are not only large
enough to provide the products, services and technology they desire,
we're also the right size to be their local community bank and good
corporate neighbor.”

Kevin G. Champagne > PRESIDENT AND CHIEF EXECUTIVE OFFICER

Net income for the year was a record $31.0 million, or $1.31 per diluted share,
compared to net income of $23.9 million, or $1.01 per diluted share, for the year
ended December 31, 2000. Included in net income for 2001 was a gain on settle-

ment of CompassBank’s pension plan, which, after taxes, amounted to $875,000,

and a non-recurring tax benefit of $423,000. Exclusive of these non-recurring

‘ QUARTERLY DIVIDENDS PAID | items, net income increased 24% between years. Nantucket Bank, which was

[ ‘ acquired by Seacoast on December 31, 2000 and included in the Company’s
10 results of operations beginning in 2001, contributed about $1.8 million, or

ala one-third of the increase in core earnings for the year.

Alarge part of our business strategy was to focus on attracting new core deposits.
With industry consolidation and acquisitions by large regional banks continuing
to influence regional banking activities, we were successful in growing our total
deposits by 10%, and core deposit growth for the year exceeded 23%. This success
| | surely was aided by our traditional community bank approach, and the impor-
| tance of making it easier for retail consumers and commercial customers alike to
2 bank with us. Qur customers clearly appreciate the fact that we are not only large

enough to provide the products, services and technology they desire, we're also

the right size to be their local community bank and good corporate neighbor.
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[ benefit and a desirable recipe for banking consumers.

In a world of super-regional and smaller financial institutions, that’s a significant

[ in cents

We continue to devote much of our attention to the development of a strong sales
and service culture, and will continue to reinforce that culture in 2002. Added to

this is our commitment to improving our internal service standards, through the




implementation of a new “Service Star” peer-to-peer recognition program, along
with a “Spot Bonus” program for immediate recognition of exemplary efforts. We
continue to offer training and education to retain superior staff, and have recently
hired a corporate trainer to assist our employees with professional development
and leadership skills programs. All of this attention to detail and the manner in
which we strive to deliver and execute our business is identifiable and valued by

our growing family of customers.

We also recognize the importance of paying attention to those customers without
whom we would be less profitable. In 2001, we concentrated on understanding
our High Value Customers, and have taken initial steps in the development of a
program to strengthen those relationships and improve retention of our most

profitable customers.

The economic slowdown in 2001 contributed to modest dollar increases in net
charge-offs and non-performing assets during 2001. Non-performing loans
totaled $13.4 million at December 31, 2001, compared to $6.1 million at
December 31, 2000. Net charge-offs for the year were $1.7 million, or .07% of
average loans, well in line with the Company’s charge-off experience over the
prior three years and with the experience of the Company’s peer group. The
allowance for loan losses was $29.5 million at year end, or 1.15% of total loans,

compared to $25.1 million, or 1.06% million of total loans at December 31, 2000.

While there continues to be uncertainty regarding the economy again in 2002, we
believe that the overall interest rate environment for banks will continue to be
favorable in the coming year. If correct, we anticipate improvement in our net
interest margin in 2002. We also expect our non-interest income to improve in the
coming year due to growth in deposit-related fee income. We believe that our
recently announced private banking service will continue to grow and contribute
to our non-interest income in coming periods. We remain cautiously optimistic
that asset quality indicators will stabilize. We have invested significant resources
to improve the credit administration and managed assets functions in the

Company, and remain committed to careful, diligent review of credit quality.

In sum, we are optimistic about our future. We believe that we are uniquely
situated to be a significant consolidator of community bank franchises in
Massachusetts and elsewhere, and we will continue to evaluate such opportuni-
ties to enhance shareholder value. We are grateful to our dedicated staff, to our
board of directors, and to our shareholders for their continued confidence in our

Company and in our mission to be the preeminent community banking franchise

in Massachusetts.

Kevin G. Champagne
President and Chief Executive Officer
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CompassBank expanded its branch network on Cape Cod during 2001 with its
new office in South Dennis, thereby alleviating some of the South Yarmouth
branch traffic and attracting new customers as well. Meanwhile, the Amelia Drive
office of Nantucket Bank celebrated its first year of service. The Amelia office has
been a welcome addition for Nantucket Bank’s customers, providing a convenient

location for its growing customer base.

Web-based banking has proven to be a valuable resource for both institutions.
Nantucket Bank was the first community bank in the country to offer online
banking; its site provides a wealth of information as well as ready access to
customer account information, online bill payment services and investment

options. A complete re-design of the CompassBank website took place in 2001,

“CompassBank customers enjoy superior levels of service and support from
our knowledgeable retail banking team. Our team is trained extensively
to help customers manage their finances successfully. We maintain high
standards for excellence in customer service and have built a strong sales
culture within our branch network.”

Carolyn Burnham - EXECUTIVE VICE PRESIDENT AND SENIOR RETAIL BANKING OFFICER

increasing functionality and establishing easier electronic lines of communication
between the Bank and its customers. Compass Online nearly doubled its base,
ending the year with more than 11,000 online banking customers, compared to

approximately 6,000 in 2000.

Other alternative delivery systems also proved to be popular throughout the year,
particularly ATM and debit cards, and point-of-sale transactions. Through
CompassBank’s membership in the SUM®™ Program, its customers can use more

than 2,800 ATMs without paying a surcharge.

For our business customers, we offer many commercial deposit and investment
accounts including CompassBank’s commercial Sweep investment account. Several
business checking accounts are also available, depending upon the Company’s
specific needs. Other ancillary services include night depositories, treasury tax and
loan deposits, merchant credit card services, safe deposit boxes, automatic payroll
services, remitONE tax payment services, payroll deduction and direct deposit,
foreign and domestic wire transfers, foreign currency services and more. During
the past year, CompassBank introduced its MasterMoney Business Card—a debit
card that can be accessed through a commercial checking account. The Bank also

offers Compass Web Cash Manager, a cash management service via the Internet.

[1]




RESIDENTIAL MORTGAGE LENDING

Residential mortgage lending is a key component of the growth in Seacoast ‘ RESIDENTIAL LOANS |

Financial’s total loans. The lowest level of interest rates in over 40 years resulted ‘ {1-4 family) |
in record refinancing; Compass and Nantucket Bank gained $99.0 million in resi- $1,400

dential mortgage loans in 2001. .

Home ownership continues to be the focus of our mortgage lending efforts, as we 1,050
strive to help our customers realize their dreams. CompassBank was proud to be

awarded an Qutstanding rating by regulators for its efforts with respect to the

Community Reinvestment Act, or CRA, and consider it a direct result of our 700
long-standing commitment to serve all credit-worthy borrowers throughout our

market area.

350

The primary focus of our home mortgage lending business remains financing new

home purchases, including home construction loans. We make special efforts to \_
0

offer specially structured, affordable home loans designed to make it easier for | 99 00 01
first time homebuyers and low- to moderate-income, credit-worthy borrowers to ’ |

in millions |
obtain a mortgage.

Through our diverse origination efforts, we've achieved a strong market share in
all of our regions, ranking #1 in Greater New Bedford, Martha’s Vineyard and

Nantucket. The expertise and accessibility of our external mortgage originators,

"CompassBank experienced a banner year for residential lending in 2001.
A strong real estate market coupled with record low interest rates created
significant demand for refinancing and new mortgages. Our continued
focus on competitive pricing, quick turnaround and excellent service
helped us to solidify our market position.”

Carl Taber > SENIOR VICE PRESIDENT, CHIEF MORTGAGE LOAN OPERATING OFFICER

&

along with regional decision-making authority, have contributed to our success.
Our rates and products remain competitive. Unlike many other financial institu-
tions, we retain servicing for all of our originated loans—something most borrow-

ers greatly appreciate.




COMMERCIAL LENDING
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| COMMERCIAL REAL ESTATE LOANS |
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It was another outstanding year for commercial lending activity as we continued
to benefit from market dislocation and dissatisfaction resulting from the consoli-
dation of large regional barks. We offer commercial financing to businesses across
all industries operating within our primary market areas. The diversity of our
commercial loan portfolio ensures minimal concentrations in any one industry,
thereby minimizing risk. Our portfolio includes financing for small to mid-size
manufacturers, retail, medical and construction firms, and, particularly on Cape

Cod and the Islands, a number of companies in the hospitality industry.

In the past year, our commercial loan portfolio has grown by 7%, including tradi-
tional term loans, letters of credit, equipment purchase financing, and commercial
real estate financing. Our commercial loan growth is dependent upon market
conditions and we have reacted accordingly; for example, where appropriate,
SBA-guaranteed programs are utilized. CompassBank has been designated a
Preferred SBA Lender.

A key issue for the Company has been improving credit quality. During the past
year and a half, we have focused on the implementation of a new, automated
credit system, which provides consistent analyses of credits. These improvements

will position us to better manage continued growth in the lending portfolio.

In a time where so many lenders are headquartered outside of the area, our
borrowers appreciate the local service and expertise of our lenders. The Company
operates 6 separate regions, each with its own team of experienced, seasoned
lenders with local decision-making authority. This gives us a competitive edge
and allows us to offer the personal service that has always been a foundation of

our success.

“We know and understand the local markets and can respond to the
needs of area businesses better than anyone else. We work closely with
our customers to understand their unique needs and CompassBank’s
experienced team of lenders take pride in helping our customers grow
their businesses.”

Friend Weiler > SENIOR VICE PRESIDENT AND SENIOR COMMERCIAL LOAN OFFICER




"CompassBank has invested considerable resources to the expansion of our
indirect lending business line during the past 17 years. We continue to add
new automobile dealers and are extending our network into Greater Boston
and southern New Hampshire. Our emphasis on service and building
long-term relationships is what sets us apart from our competitors.”

Bill Righy > SENIOR VICE PRESIDENT, CONSUMER LENDING

Established in the mid-1980s, indirect lending efforts have seen steady growth at
CompassBank as it continues to develop relationships with auto dealers looking
for competitive financing opportunities for their car buyers. Presently the Bank
has more than 52,000 indirect household relationships. Originally confined to
Southeastern Massachusetts, that network was further expanded about 3 years
ago into nearby Rhode Island and the greater Boston area. Current plans call for
further expansion into the greater Boston area, including southern New
Hampshire. The great success of this program, with more than 200 participating
dealers, is a testament to the Bank’s corporate philosophy of excellence in service
and the development of long-term relationships with the owners and managers
of the dealerships. Of note is the fact that these loans are not sub-prime, but

rather are provided to stable and credit-worthy borrowers.

There are several benefits innate within indirect auto lending. Each dealership
becomes an informal loan center for CompassBank, without the added overhead.
Additionally, the network develops a pool of customers to whom we can offer our
banking services, thereby strengthening the relationship. Despite stiff competition
from automobile manufacturers offering low or zero percent financing, our $78.4
million net increase in indirect auto lending receivables to over $600 million is
indicative of the strength of this program. The Consumer Loan department staff
has benefited from the use of a new, efficient computer processing system to aid

them in responding to the increased demand.

An overall favorable rate environment contributed to greater activity for other
consumer loan products as well, particularly the fixed rate home equity loan,
which was in high demand during 2001. All other consumer loans combined

represented 2.2% of the loan portfolio, or $56 million, at the end of the year.




PRIVATE BANKING TEAM

As seen from left to right

Jane Twaddle, Private Banking Associate
Kathleen Holcombe, Vice President
Lori Andersen, Vice President

Past research had identified a unique market opportunity for CompassBank to
introduce proprietary wealth management services. Targeted were those prospects
in our market area with investable assets exceeding $500,000. These include indi-
viduals, families, companies, trusts, and non-profit organizations throughout

Southeastern Massachusetts.

Launched in April 2001, Compass Private Banking was introduced through a part-
nership between CompassBank and a Boston-based institutional and retail
money management firm, EPG Inc., to bring its high net worth clients a wide
range of institutional quality investment services. Additionally, the Institutional
Brokerage Group of Fidelity Investments provides the operational backbone for
this service. We believe that this partnership allows us to offer our customers
world-class money management without traveling to Boston or New York.
Experienced local business development and account managers were hired to
provide the level of service for which CompassBank is known. Our goal on behalf
of our clients is to preserve and enhance capital, by custom-tailoring our invest-
ment advice to each client’s specific situation, needs, and risk-tolerance—in

essence, to become a partner in our clients’ success.

To introduce the program to potential clients, private briefings were presented
throughout the year. Additionally, a significant marketing campaign is planned
for the coming year, including a targeted direct mail piece designed to attract
attention to the Private Banking program, while promoting the knowledgeable,
personal service, accessibility, and expertise of our investment team. This effort
will initially target the New Bedford/Fall River areas, and extend into other regions

as we continue to expand our Private Banking staff.




NANTUCKET BANK

January 2001 marked a new chapter in the history of Nantucket Bank, as it formally
became a subsidiary of Seacoast Financial Services Corporation. A $400 million
state-chartered savings bank, Nantucket Bank serves Nantucket Island with 3 full

service branch offices. The bank provides a wide array of financial services includ-

ing mortgage lending, commercial lending, consumer and commercial banking,
and alternative investments to retail and business customers. Seacoast operates
Nantucket Bank separately from CompassBank, its original subsidiary. Nantucket
Bank reports that the transition to a new holding company was virtually trans-
parent to both customers and staff, as evidenced by the success the bank enjoyed
in 2001. In addition, Nantucket management and its Board of Directors have
retained local decision-making, a fact much appreciated by island ctistomers look-

ing for a personal level of service that has not been compromised by the change.

In fact, Nantucket Bank is the choice of a large majority of Islanders for their total

banking needs.

The Nantucket Island Chamber of Commerce recognized the president of
Nantucket Bank, Bill Hourihan, this year. The Achievement of Merit Award was
presented for Hourihan’s “significant contributions to the special quality of
life...on Nantucket through his outstanding and consistent commitment to
responsible business practices and community service.” This spirit of volunteerism
begins at the top and is carried throughout the entire Nantucket Bank team, as
evidenced by the high number of officers and staff who give of themselves
throughout the community. In fact, “Community Support is a Tradition at
Nantucket Bank” has served as the theme of the Bank’s advertising for the past

five years.

“Nantucket Bank’s first full year operating as a subsidiary of Seacoast
Financial was transparent to customers, employees and the community.
We continue to be the bank of choice for Islanders and we are proud of
our high level of personal service and community involvement.”

Bill Hourihan > PRESIDENT AND CEO, NANTUCKET BANK

During 2001, Nantucket Bank was the principle underwriter of the Nantucket
Festival of Trees, a significant fundraiser for the Nantucket Historical Association
and a highlight of the winter season. The bank also continued its long time history
of supporting Nantucket Cottage Hospital, as the principle underwriter of the
Hospital’s Casino Night. These are but two examples of the financial support
pledged by Nantucket Bank.




Throughout the years many organizations have benefited from the corporate
donations and personal support of CompassBank, Nantucket Bank and our
people. As our market has grown geographically, so has our total leve] of annual
corporate support, as we make every effort to fairly and conscientiously contribute
to worthy causes in each of our regions. Special emphasis is placed on organiza-
tions, which address economic and social programs, health services, shelters and
food for the homeless, and programs which positively affect youth in our commu-
nities. We also support programs, which focus on job training or business
education, and cultural arts organizations. Groups which assist low- to moderate-
income populations or youth, which positively impact economic development, or
which provide credit-related assistance within our communities generate more

attention as well.

"As a regional community bank, Compass recognizes that our performance
is related to the well-being of the neighborhoods in which we do business.
We are proud of our leadership with affordable housing initiatives, eco-
nomic development and charitable giving in our local markets.”

John Kelleher - EXECUTIVE VICE PRESIDENT, SENIOR LENDING OFFICER

Employees and directors are among the most generous people we know. They set
a standard for our banks to match, whether it be their own “Fair Share” contribu-
tions to the United Way agencies in each community, to their volunteer activi-
ties—whether as a team of walkers for the American Cancer Society’s Relay for
Life or the March of Dimes, or as individuals serving on committees and boards
for many worthwhile groups serving such diverse issues as health and human
services, the arts, education, science, faith, and the environment. (See photo at left
of Nantucket Officer Volunteer Corps.)

The spirit of volunteerism in 2001 was epitomized by two CompassBank officers
who rode more than 400 miles on bicycles, from Montreal to Boston, to increase
awareness of and raise funds for the AIDS Vaccine Ride. And in the wake of the
tragedies of September 11, two other Bank employees initiated a bankwide drive
to gather food and much-needed supplies, and drove to the scene of the Twin
Towers in New York City to deliver the items along with our best wishes for the

volunteers. The commitment of these individuals humbles and challenges us.
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PARTI
Ttem 1. Business

General

Until the completion of a mutual to stock conversion and initial public offering of stock on November 20, 1998,
Seacoast Financial Services Corporation (the “Company” or “Seacoast Financial”) was a mutual holding company
created in connection with the reorganization of Compass Bank for Savings ( “Compass”) into a mutual holding
company form of organization in 1994. The Company is registered with the Board of Governors of the Federal Reserve
System (the “FRB”) as a bank holding company under the Bank Holding Company Act of 1956, as amended (the
“BHCA"). Since its formation, the Company has owned 100% of Compass’s outstanding capital stock.

On December 4, 1998, the Company acquired by merger all of the issued and outstanding capital stock of
Sandwich Bancorp, Inc. (“Sandwich”) in a stock-for-stock exchange and merged Sandwich’s wholly-owned subsidiary,
The Sandwich Co-operative Bank (“Sandwich Bank”), into Compass. This acquisition was accounted for as a pooling
of interests and, accordingly, all financial data is presented herein as if the Company and Sandwich had always been
combined.

On December 31, 2000, the Company completed its acquisition of Home Port Bancorp, Inc., holding company
for Nantucket Bank, a three branch savings bank located on Nantucket Island, Massachusetts. This transaction was
accounted for under the purchase method of accounting. As the closing of this acquisition coincided with the
Company’s year-end, the assets and liabilities of Nantucket Bank are included in the consolidated balance sheet, as
well as the various tables presented herein, as of December 31, 2000. The results of operations of Nantucket Bank are
included herein beginning January 1, 2001. The narrative in this Item 1. does not include Nantucket Bank’s financial
operating data, such as the amount of loan originations, for any period prior to 2001.  See Note 2 to the consolidated
financial statements for disclosure of certain pro forma information. Compass and Nantucket Bank are collectively
referred to herein as “the Banks.”

Compass was organized in 1855 as a Massachusetts-chartered mutual savings bank, and reorganized into mutual
holding company form in 1994. Nantucket Bank was organized in 1834 as a Massachusetts-chartered mutual savings
bank and reorganized to a stock savings bank in 1988. The Banks’ principal business has been, and continues to be,
gathering deposits from customers within its market areas and investing those funds in residential and commercial real
estate loans, indirect automobile loans (Compass only), commercial loans, construction loans, home equity loans and
other consumer loans and investment securities. The Banks’ investment portfolios consist primarily of U.S.
Government and agency securities, corporate bonds, mortgage-backed securities, collateralized mortgage obligations
and, to a lesser extent, marketable equity securities. Individual and business customers have a variety of deposit
accounts with the Banks, including NOW (checking) and other demand deposit accounts, passbook savings accounts,
money market deposit accounts, Individual Retirement Accounts (“IRAs”) and various certificates of deposit. In 2001,
Compass began to provide private banking services to both individuals and businesses.

The Banks’ deposits are insured by the Bank Insurance Fund (the “BiF”), as administered by the Federal Deposit
Insurance Corporation (the “FDIC™), up to the maximum amount permitted by law, except that certain deposits that
Compass acquired from a savings association are insured by the Savings Association Insurance Fund (the “SAIF”),
also administered by the FDIC. Deposit amounts in excess of FDIC insurance limits are insured by the Depositors
Insurance Fund (the “DIF”), a deposit insuring entity for Massachusetts savings banks. The Banks are voluntary
members of the Federal Home Loan Bank of Boston (FHLB), which serves principally as a credit source in providing
funds for residential mortgage lending.

At December 31, 2001, the Company was the largest publicly traded stock holding company headquartered in
Massachusetts.

Market Area and Competition

AtDecember 31,2001, the Company and Compass conducted business from their corporate headquarters in New
Bedford, Massachusetts and the Banks conducted business from 42 full-service branches, seven of which are located
in New Bedford and the remaining 35 of which are located in the Massachusetts communities of Fall River (two
branches), Plymouth (four branches), Fairhaven, Mattapoisett, North Dartmouth, Seekonk, Somerset, Swansea,
Westport, Assonet and Carver, Cape Cod (twelve branches) and the islands of Martha’s Vineyard (five branches) and




Nantucket (three branches). Compass also has two limited service high school branches and seven remote ATMs. In
addition, Compass’s indirect auto lending business extends into all of Eastern Massachusetts and the State of Rhode
Island.

The Banks face significant competition both in generating loans and in attracting deposits. Compass’s primary
marketareaishighly competitive and it facesdirect competition from a significantnumber of financial institutions, many
with either a state-wide, a regional or, in some cases, a national presence. Several of these financial institutions are
significantly larger and have greater financial resources than Compass. Compass’s competition for loans comes
principally from commercial banks, savings banks, credit unions, mortgage brokers, mortgage banking companies and
insurance companies. Its most direct competition for deposits has historically come from savings, cooperative and
commercial banks and credit unions. In addition, the Banks face competition for depositors’ funds from non-bank
institutions, such as brokerage firms and insurance companies which offer financial alternatives such as short-term
money-market funds, corporate and government securities funds, mutual funds and annuities.

Nantucket Bank is the only bank headquartered on Nantucket Island; however, it faces competition from other
banks, mortgage banking companies and other financial service providers, many of which have significantly greater
resources. Its most direct competition for deposits primarily comes from other banks located on Nantucket Island and
in southeastern Massachusetts, credit unions and brokerage firms. Nantucket Bank competes for deposits principally
by offering depositors convenient branch hours and locations, personalized customer service, telephone and computer
access to accounts, a wide variety of deposit programs, automated teller machines and competitive interest rates.

Competition for real estate loans on Nantucket comes primarily from other banks, mortgage brokers, mortgage
banking companies and other institutional lenders. The competition for loans varies depending on factors which
include, among others, the general availability of lendable funds and credit, general and local economic conditions,
current interest rate levels, conditions in the mortgage market and other factors which are not readily predictable.

Lending Activities

General. The loan portfolio, excluding loans held-for-sale, totaled $2,575.0 million as of December 31, 2001,
representing 77.0% of total assets on that date. The Banks primarily make residential real estate loans secured by one-
to four-family residences, indirect auto loans (Compass only) and commercial real estate loans. The Banks also make
home equity line of credit loans, residential and commercial construction loans, commercial loans, fixed rate home
equity loans, personal installment loans and passbook loans. The majority of loans, including some loans classified as
commercial loans, are collateralized by real estate,

Interest rates charged on loans are affected primarily by the demand for such loans, the supply of money available
for lending purposes, secondary market mortgage rates and the rates offered by competitors. These factors are, in turn,
affected by national, regional and local economic conditions, the levels of federal government spending and revenue,
monetary policies of the FRB and tax policies.
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Loan Origination and Underwriting — Compass. Loan officers based in each of Compass’s five regions —
Plymouth, Fall River, New Bedford, Cape Cod and Martha’s Vineyard — originate and underwrite mortgage and
commercial loans. Compass also employs external loan originators, based in each of the regions, who originate
residential mortgage loans. Compass underwrites consumer loans at its main office, although it originates such loans
at its branches and, in the case of indirect auto loans, through a network of car dealers located throughout its current
market area, Eastern Massachusetts and Rhode Island.

Compass’s loan underwriting varies depending on the type of loan. It generally includes the use of credit
applications, property appraisals and verification of an applicant’s credit history, employment and banking
relationships to the extent management deems appropriate in each case. With respect to indirect auto loans, car dealers
originate the loans and transmit loan applications to Compass for underwriting. Additional information concerning
the underwriting of specific types of loans is set forth in sections that discuss those loans.

Four senior loan officers oversee loan origination and underwriting. Individual loan officers may originate loans
within certain approved lending limits. A credit committee, consisting of senior loan and credit officers, and
Compass’s Board of Directors, or the executive committee thereof, must approve all unsecured commercial loans over
$1.25 million and all secured commercial loans, including commercial real estate loans, over $2.5 million. Pursuant
to its loan policy, Compass generally will not make loans aggregating more than $12.5 million to any one borrower.
Exceptions to this “house” lending limit must be approved by the Board. At December 31, 2001, no customers had
aggregate borrowing capacity with Compass exceeding the $12.5 million house limit. Compass’s legal lending limit,
which is set at 20% of its capital, was approximately $44 million at December 31, 2001.

Loan Origination and Underwriting — Nantucket Bank. Loan originations come from a number of sources. Most
real estate loan originations are attributable to referrals from existing customers, real estate brokers, attorneys and
builders as well as walk-in customers and officer calls. Officer calls and referrals are important sources of commercial
and commercial mortgage loan originations. Consumer loans generally are written with existing depositors.

Each loan originated by Nantucket Bank is underwritten by its personnel with individual lending officers having
the authority to approve loans up to specified limits. A credit committee, consisting of senior loan and other officers,
must approve all loans that exceed $700,000 and Nantucket Bank’s Board of Directors, or the executive committee
thereof, must approve all loans over $1.2 million. Nantucket Bank will generally not make loans to any one borrower
with an aggregate balance in excess of its house lending limit of $2.5 million. At December 31, 2001, one customer
had an aggregate loan balance in excess of such limit. Nantucket Bank’s legal lending limit was approximately $6.5
million at December 31, 2001.

Independent licensed appraisers are used to appraise the property intended to secure real estate loans. Nantucket
Bank’s underwriting criteria are designed to minimize the risks of each loan. There are detailed guidelines concerning
the types of loans that may be made, the nature of the collateral required, the information that must be obtained
concerning the loan applicant and follow-up inspections of collateral after the loan is made.




The following table sets forth activity within the loan portfolio for the periods indicated:

Years ended December 31,

2001 2000 (1) 1999 (1)
(In thousands)
Loans outstanding at beginning ofyear .................... § 2,363,332 §$ 1,747,206 $ 1,404,054
Loans originated:
Real estate loans:
Residential . ............ ... ... ... ......... 479,061 219,868 323,913
Commercial . ........ ... ... .. . 78,042 61,541 46,549
Construction . ........c.i i 146,949 116,067 100,725
Homeequity ........ ... ... .. . .. 31,905 20,973 16,592
Total real estate loans . ............... 735,957 418,449 487,779
Commercialloans ........... ... ... ... ... ... .. 82,072 72,705 42,846
Indirect auto loans . ... ........ . .. .. i 364,684 307,645 260,043
Other consumer 10ans . ..., ve et 36,604 34,460 27,550
Total loans originated ................ 1,219,317 833,259 818,218
Purchases of real estate loans . ............. ... .. ......... —_— 19,501 13,343
Acquisition of Nantucket Bank . ........ ... ... ........ — 275,918 —
Less:
Principal repayments . ....... ... ... 930,091 509,048 479,117
Loanssold . ...... ... .. .. . . .. . . . 68,472 1,505 6,899
Increase in loans held-for-sale . ..................... 6,009 — —_
Transfers to otherreal estate owned . ................ 832 366 755
Principal charged-off ... .. ... ..... ... ... ... ....... 2,263 1,633 1,638
Loans outstanding at end ofyear .. ....................... $ 2,574982 §2.363332 § 1,747.206

(1). Loan activity for these years do not include Nantucket Bank which was acquired on December 31, 2000.

The Banks charge origination fees, or points, and collect fees to cover the costs of appraisals and credit reports
on most new residential mortgage loans and on many commercial real estate loans. The Banks also collect late charges
on real estate and consumer loans. For information regarding the recognition of loan fees and costs, see Note 1 of the

Notes to the Consolidated Financial Statements.

Loan Maturity and Repricing. The following table presents the contractual maturity and repricing dates of the Banks’

loan portfolio at December 31, 2001.

Real estate loans Other
Home Indirect  consumer Total
Residential Commercial Construction equity  Commercizl auto loans loans loans
(In thousands)
Withinoneyear .................. $ 154,006 $ 85,030 $ 42231 §$ 45221 § 87,890 $ 168,922 § 8,650 § 591,950
After one year:
More than one year to three years . . . 317,479 156,893 25,778 488 15,903 289,002 16,793 822,336
More than three years to five years . . 201,084 70,293 16,406 — 8,389 134,296 15,457 445925
More than five years to ten years ... 163,785 11,907 8,461 — 3,359 8,013 10,984 206,509
More thantenyears ............. 475,252 13,154 15,680 — 21 — 4,155 508,262
Total due after
December 31,2002 .......... 1,157,600 252,247 66,325 488 27,672 431,311 47,389 1,983,032
Total amountdue ............. $1311.606 $ 337,277 $ 108,556 §$ 45709 $§ 115,562 $ 600.233 $ 56,039 2,574,982
Less Allowance for loan losses . .... .. (29,513)

Netloans ....................

$2.545.469



The following table sets forth the balances of loans at December 31,2001, which are contractually due or scheduled
to reprice after December 31, 2002, segregated between fixed and adjustable interest rates:

Fixed Adjustable Total
(In thousands)

Real estate loans:

Residential .. ....... . ... ... ... ... .. ... $ 724974 $ 432,626 $ 1,157,600
Commercial .................... ... ....... 36,518 215,729 252,247
Construction . ........... . . i 31,781 34,544 66,325
Homeequity .. ... — 488 488
Total real estate loans . .. ............ 793,273 683,387 1,476,660
Commercialloans . . ........................... 20,694 6,978 27,672
Indirect auto loans ... ........................ 431,311 — 431,311
Other consumer loans . .. ...................... 47,389 — 47,389
Totalloans . . ........ ... .. ... $ 1,292,667 $ 690,365 $ 1,983,032

Residential Real Estate Loans. As of December 31, 2001, adjustable rate loans represented approximately 44%
and fixed rate loans represented approximately 56% of the Banks’ portfolio of residential real estate loans secured by
one-to four-family residences. Over 90% of this portfolio is secured by single-family, owner-occupied homes.

During the past ten years, Compass generally has sold most of the fixed rate residential mortgage loans originated
with terms of 15 years or longer to the Federal Home Loan Mortgage Corporation (“FHLMC”). Compass continues
to service loans that it has sold to FHLMC and receives a monthly servicing fee equal to .25% per annum of the
outstanding balance. Compass serviced loans for others aggregating $287.7 million as of December 31, 2001
and $309.0 million as of December 31,2000 and earned $506,000 and $689,000 in servicing fees, netof the amortization
of capitalized mortgage servicing rights, representing 3.10% and 6.90%, of its noninterest income in 2001 and 2000,
respectively. '

From November 1998 through September 2001, Compass did not sell fixed rate residential mortgage loans. In
September 2001, management determined that it would sell a portion of its current fixed rate residential mortgage loan
originations with a term of 15 year or less on a servicing retained basis. During the fourth quarter of 2001, Compass
sold $43.9 million of such loans and recognized a gain on sale of $1.0 million. This decision was based on the
historically low interest rates which such loans currently yield as well as general liquidity considerations.

It has generally been Nantucket Bank’s policy to sell most of its fixed rate residential mortgage loans originated
with terms greater than 10 years and a portion of its adjustable rate residential mortgage loans on a servicing retained
basis. Loans serviced for others at December 31, 2001 and 2000 amounted to $75.4 million and $73.7 million,
respectively, excluding loans sold to and serviced for Compass.

Adjustable rate mortgage loans generally reprice either annually, or every three, five, or seven years and annually
thereafter. The interest rate adjustments on these loans are indexed to the applicable one-year or three-year U.S.
Treasury CMT Index with corresponding add-on margins of varying amounts generally ranging from 2.75% to 3.25%.
Such loans are subject to certain requirements and limitations set forth in guidelines issued by the Massachusetts
Commissioner of Banks (“the Commissioner”), including limitations on the amount and frequency of interest rate
changes. Rates adjust by no more than one or two percentage points in each adjustment period and by no more than
five or six percentage points over the life of a loan.

Compass’s owner occupied residential mortgage loans are generally written in amounts up to 95% of the appraised
value or selling price, whichever is lower, of the property securing the loan, although the majority of such loans are
written with ratios of 80% or less. Compass generally requires borrowers to obtain private mortgage insurance with
respect to loans with a greater than 80% loan-to-value ratio. Nantucket Bank’s residential mortgage loans are
generally written with an original loan-to-value ratio of up to 80% of appraised value.




The Banks each maintain programs to originate residential mortgage loans to low-to-moderate income borrowers.
At Compass, the loans have fixed or adjustable interest rates that are typically lower than prevailing market rates, are
closed without points, have substantially lower closing costs than other residential loans and have terms of up to 30
years. The loans may have up to a 97% loan-to-value ratio, although borrowers must obtain private mortgage insurance
if the loan-to-value ratio exceeds 80%. At Nantucket Bank, such loans are closed with no points and may have loan-to-
value ratios up to 90% without private mortgage insurance. The Banks partially fund the loans with borrowings under
either the Community Investment Program (“CIP") or the New England Fund (“NEF”) housing programs of the FHLB.
These programs permit borrowings from the FHLB at below market rates to finance the loans. The Banks had $11.9
million of CIP-funded loans and $23.1 million of NEF-funded loans in their residential loan portfolios as of December
31, 2001.

Commercial Real Estate Loans. The Banks make commercial real estate loans throughout their market areas and
at December 31, 2001, had $337.3 million in commercial real estate loans in the loan portfolio, representing 13.1%
of total loans.

Properties that are used for borrowers’ businesses, such as small office buildings, golf courses, restaurants, inns,
retail facilities or multi-family income properties, generally collateralize commercial real estate loans. The loans
typically have terms of up to 20 years and interest rates which adjust over periods of one to five years based on one of
various rate indices. Commercial real estate loans with fixed interest rates have terms generally ranging from one to
five years. The Banks consider the experience of management, cash flows and collateral values when underwriting
commercial real estate loans. Compass and Nantucket Bank generally make commercial real estate loans in an amount
equal to no more than 75% of the appraised value of the property securing the loan and generally require the owners
of businesses seeking commercial real estate loans to personally guarantee those loans.

Commercial real estate lending entails greater credit risks than residential mortgage lending to owner-occupants.
The repayment of commercial real estate loans depends on the business and financial condition of the borrower.
Changes in economic conditions or government regulations, which neither the Banks nor their borrowers control, could
have an adverse impact on the cash flows generated by properties securing commercial real estate loans and on the value
of such properties.

Construction Loans. The Banks make both residential and commercial construction loans throughout their market
area. Compass typically makes the loans to either owner-borrowers who will occupy the properties (residential
construction) or licensed and experienced developers for the construction of single-family home developments that
generally have no more than 30 housing lots and, to a lesser extent, end users of commercial properties (commercial
construction). Commercial construction loans to end users are generally originated with permanent financing already
committed.

The Banks generally increase the loan-to-value ratios on such loans as construction progresses. Before any work
has commenced, and while a construction loan’s only collateral is a plot of land, Compass will typically finance only
up to 70% of the value of that land. Once construction has begun, Compass will generally make residential
construction loans in amounts up to 90% (for primary homes) and 80% (for secondary homes) of the lesser of the
appraised value of the property, as completed, or the property’s cost of construction. Nantucket Bank generally makes
construction loans on owner-occupied primary or secondary residences up to 80% of appraised value (up to 70% of land
value). The Banks generally make commercial construction loans in amounts up to 75% of the lesser of the property’s
appraised value, as completed, or construction cost and generally require developers seeking commercial construction
loans to personally guarantee them. The proceeds of construction loans are disbursed in stages and require either loan
officers or appointed professionals to inspect each project’s progress before the Banks disburse additional funds and
to verify that borrowers have completed project phases.

Residential construction loans to owner-borrowers generally convert to a fully amortizing long-term mortgage loan
upon completion of construction. Commercial construction loans generally have terms of six months to a maximum
of two years. The Banks had $108.6 million in construction loans in their loan portfolios, representing 4.2% of total
loans, as of December 31, 2001.




Construction lending, particularly commercial construction lending, entails greater credit risk than residential
mortgage lending to owner-occupants. Economic events and changes in government regulations, which neither the
Banks nor their borrowers control, could have an adverse impact on the value of properties securing construction loans
and on the borrowers’ ability to complete projects financed and, if not the borrower’s residence, sell them for expected
amounts at the time the projects were commenced.

Home Equity Loans. These loans are revolving lines of credit and are typically secured by second mortgages on
one- to four-family owner-occupied properties. Interest rates on home equity loans normally adjust based on the prime
rate of interest. The lines of credit are available for up to ten years at the end of which they become term loans which
are amortized for periods up to 10 years. The Banks do not originate home equity line of credit loans with loan-to-
value ratios in excess of 80%. The Banks had $45.7 million in home equity loans, representing 1.8% of the loan
portfolio, as of December 31, 2001. The undrawn portion of home equity lines of credit totaled $50.5 million as of
December 31, 2001

Commercial Loans. The Banks primarily make commercial loans to businesses that operate in and around their
primary market area of Southeastern Massachusetts including Nantucket, Martha’s Vineyard and Cape Cod.

The Banks review the financial resources, debt-to-equity ratios, cash flows and their own experience with
businesses when underwriting commercial loans and generally require business owners to personally guarantee
commercial loans. Commercial loans are generally collateralized by equipment, leases, inventory and/or accounts
receivable. Many commercial loans are also collateralized by real estate, butare not classified as commercial real estate
loans because such loans are not made for the purpose of acquiring, refinancing or constructing the real estate partially
securing the loan. Commercial loans provide, among other things, working capital, equipment financing, financing
for leasehold improvements and financing for acquisitions. The Banks offer both term and revolving commercial
loans. The former have either fixed or adjustable rates of interest and, generally, terms of between four and seven
years. Term loans generally amortize during their life, although some loans require a lump sum payment at maturity.
Revolving commercial lines of credit typically have one-year terms, renewable annually, and rates of interest which
are normally indexed to the prime rate of interest.

Commercial borrowers are not concentrated in any one particular industry. As of December 31, 2001, the
commercial loan portfolio included, among others, floor plan loans to auto dealerships, loans to hotels, inns and other
tourism-related businesses, loans to golf courses, loans to building trade companies and loans to retailers. As of
December 31, 2001 the Banks had $115.6 million in commercial loans, representing 4.5% of the loan portfolio.

Commercial lending entails greater credit risks than residential mortgage lending to owner-occupants. Repayment
of both secured and unsecured commercial loans depends substantially on the borrower's underlying business, financial
condition and cash flows. Unsecured loans generally involve a higher degree of risk of loss than do secured loans
because, without collateral, repayment is wholly dependent upon the success of the borrower’s business. Secured
commercial loans are generally collateralized by equipment, leases, inventory and/or accounts receivable.

Indirect Auto and Other Consumer Loans. Compass emphasizes indirect auto lending through a network of over
200 car dealers. Compass has been in the indirect auto lending business since 1985 and has increased its portfolio of
indirect auto loans to $600.2 million at December 31,2001, or 23.3% (net of unearned discount) of the loan portfolio.
In developing its network, Compass has historically focused on dealers in its primary market areas and in Rhode Island.
Because of increasing competition for these loans in its market area and management’s intentto continue to increase this
portion of the loan portfolio, Compass has expanded its network of car dealers to communities throughout Eastern
Massachusetts.

Compass makes indirect auto loans collateralized by both new and used cars. The loans have terms of up to six
years for those secured by new vehicles and five and a half years for those secured by used vehicles. As of December
31, 2001, approximately half of Compass’s indirect auto loans were secured by new car loans. Compass does not
engage in auto lease financing.




In connection with the origination of indirect auto loans, the interest rate charged to the borrower by the dealer
is generally one to two percentage points higher than the “buy rate” or rate earned by Compass. The difference between
the two rates is referred to as the “spread”. At loan inception, the computed dollar value of the spread is prepaid by
Compass to the car dealer. Such prepaid amounts are generally subject to rebate in the event the underlying loan is
prepaid or defaults. In recent years, more dealers have opted to receive either a reduced spread or a flat fee in exchange
for elimination of their rebate obligation. The dealer’s ability to refund any portion of the unearned prepaid interest,
which amounted to $15.3 million at December 31, 2001, is subject to economic conditions generally, and the financial
condition of the dealer. To mitigate this risk, Compass withholds a portion of the spread at loan origination as a dealer
reserve. The amount withheld, in the aggregate, generally approximates 1% of the outstanding balance of loans
originated by each dealer. At December 31, 2001, the balance of the dealer reserve was $5.2 million, or 0.9% of the
balance of indirect auto loans.

Indirect auto lending entails greater risks than residential mortgage lending to owner-occupants. Although
Compass has not historically experienced significant delinquencies in this portfolio, borrowers may be more likely to
become delinquent on a car loan than on a residential mortgage loan secured by their primary residence. Moreover,
car values depreciate rapidly and, in the event of default, principal loss as a percentage of the loan balance depends
upon the mileage and condition of the vehicle at the time of repossession, factors over which Compass has no control.

The Banks make a variety of other consumer loans, including fixed rate home equity loans, personal installment
loans, education loans, and passbook loans. The Banks do not offer credit card loans. Other consumer loans totaled
$56.0 million, or 2.2% of the loan portfolio, as of December 31, 2001.

Delinquent Loans and Loan Review

Delinquent Loans. Compass’s Managed Asset Group performs a monthly review of all delinquent loans with a
principal balance in excess of $150,000 and reviews the status of each account with the appropriate Lending
Department Manager and/or Account Officer. In addition, Compass’s Board of Directors reviews delinquency
statistics, by loan type, on a monthly basis. Nantucket Bank’s Loan Review Committee, which includes all of its loan
officers and other officers and directors , reviews the status of all delinquent borrowers on a monthly basis. Nantucket
Bank’s Board of Directors and/or Executive Committee thereof reviews all loans past due two or more payments each
month,

The actions taken with respect to delinquencies vary depending upon the nature of the delinquent loans and the -
period of delinquency. The Banks’ asset management philosophy is predicated upon early detection and response to
delinquent and default situations. The Banks seek to make arrangements to cure the entire default over the shortest
time frame. Generally, the Banks require that a delinquency notice be mailed no later than the 10th day of
delinquency. A second notice is mailed on the 15th day of delinquency. A late charge is usually assessed on loans
where the scheduled payment is unpaid after 15 days. After mailing the delinquency notices, the Banks’ asset
management staff call the borrower to ascertain the reasons for delinquency and the prospects for payment. On loans
secured by one- to four-family owner- occupied properties, the Banks attempt to work out a payment schedule with
the borrower in order to avoid foreclosure. If these efforts do not achieve a satisfactory arrangement, the loan is
referred to legal counsel and counsel initiates foreclosure proceedings. At any time prior to a sale of the property at
foreclosure, the Banks will terminate foreclosure proceedings if the borrower is able to work out a satisfactory payment
plan. On loans secured by commercial real estate properties, the Banks also seek to reach a satisfactory payment plan
so as to avoid foreclosure. Prior to foreclosure, the Banks will generally obtain an updated appraisal of the property.




The following table sets forth a summary of certain delinquency information as of the dates indicated:

At December 31, 2001 At December 31, 2000
60-89 days 90 days or more 60-89 days 90 days or more
Number Principal Number Principal Number Principal Number  Principal
of loans balance  of loans balance of loans balance of loans balance

(Dollars in thousands)
Real estate loans:

Residential ............. 8 $ Sd6 58 § 5,886 26 S 2,373 32 $ 1,956
Commercial ............. 1 19 18 2,608 4 203 12 1,333
Construction ............ 1 653 — — — — — —
Home equity ............ 7 350 9 209 2 53 8 415
Commercial loans . ......... 5 68 28 3,318 8 494 7 476
Indirect auto loans ......... 257 2,450 119 1,001 131 1,164 61 655
Other consumer loans .. .. ... 20 173 1 15 37 85 13 40
Total ................. 299 $§ 4,259 233 $ 13,037 208 $ 4,372 133 $ 4875
Delinquent loans to total loans 0.17% 0.51% 0.18% 0.21%

Loan Review. The Banks use an internal rating system to monitor and evaluate the credit risk inherent in their
loan portfolios and to identify potential problem loans. At the time of loan approval, all commercial, commercial real
estate and commercial construction loans are assigned a rating based on all of the factors considered in originating the
loan. The initial loan rating is recommended by the loan officer who originated the loan and approved by the
individuals or committee responsible for approving it.

Loan quality ratings are utilized as major criteria in the compilation of the Asset Watch List. All loans with loan
ratings of 4 (Special Mention), 5 (Substandard) or 6 (Doubtful) are included in a monthly Asset Watch List. Watch
List ratings are an integral part of the evaluation of the adequacy of the loan loss reserve. Loan officers are expected
to submit appropriate rating changes when facts come to their attention that warrant an upgrade or downgrade in a loan
rating. In addition, loan ratings are generally reviewed on an annual basis.

Loans that are rated Substandard or Doubtful coincide with the classifications used by federal regulators in their
examination of financial institutions. Generally, a loan is considered Substandard if it is inadequately protected by the
current net worth and paying capacity of the borrowers and/or the collateral pledged. Substandard loans include those
characterized by the distinct possibility that the Banks will sustain some loss if the deficiencies are not corrected.
Loans classified as Doubtful have all the weaknesses inherent in those classified Substandard with the added
characteristic that the weaknesses present make collection or liquidation in full, on the basis of currently existing facts,
highly questionable and improbable. Loans classified as Loss are those considered uncollectible and of such little value
that their continuance as assets without establishment of a specific loss reserve and/or charge-off is not warranted.
Loans which do not currently expose the Banks to sufficient risk to warrant classification in one of the aforementioned
categories but possess weaknesses are designated Special Mention.

Compass also utilizes an independent third party to conduct periodic (generally semi-annual) credit analysis of
its commercial and commercial real estate loan portfolios and to analyze trends in loan delinquency and non-
performing loans. The level of Classified Loans as determined by Compass is reconciled to the level of Classified
Loans as determined by the independent loan review.

On a quarterly basis (monthly at Nantucket Bank), a management group at each bank comprised of senior officers
reviews the status and classification of each loan assigned a rating of Substandard, Doubtful or Loss. Loans, or
portions of loans, classified Loss are charged off against the allowance for loan losses. These groups also assess the
overall adequacy of the allowance for loan losses at each bank, including the general valuation allowance established
to recognize the inherent risk associated with each specific category of lending.

In January 2001, the Company’s Board of Directors formed a Risk Management Committee at which time the
position of Senior Credit Officer at Compass was created. The Senior Credit Officer is responsible for all
administrative matters related to the credit function at Compass and provides management and the Board of Directors
with such information as loan concentrations, risk rating migration, compliance and tracking of exceptions.
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The classification of loans and the amount of the valuation allowances set aside for estimated losses is subject
to review by the FDIC and the Commissioner. Based on their reviews, these agencies can order the establishment of
additional general or specific loss allowances. The FDIC, in conjunction with the other federal banking agencies, has
adopted an interagency policy statement on allowances for loan and lease losses. The policy statement provides
guidance for banks on both the responsibilities of management for the assessment and establishment of adequate
allowances and guidance for banking agency examiners to use in determining the adequacy of a bank’s valuation
methodology. Generally, the policy statement recommends that banks have effective systems and controls to identify,
monitor and address asset quality problems; that management analyze all significant factors that affect the collectibility
of loans in a reasonable manner; and that management establish acceptable valuation processes that meet the objectives
set forth in the policy statement. While the Banks believe that they have established adequate specific and general
allowances for losses on loans, actual losses are dependent upon future events and, as such, further additions to the
allowance for loan losses may become necessary. See “— Allowance for Loan Losses.”

AtDecember 31, 2001, loans designated as Substandard but which were not classified as non-accrual loans totaled
$7.5 million. Of these potential problem loans, $6.4 million were commercial real estate loans and alf but $827,000
were contractually past due less than 60 days.

Nen-Accrual Loans, Non-Performing Assets and Restructured Loans

The following table sets forth information regarding non-performing assets:

At December 31, At October 31,

2001 2000 1999 1998 1997
{(Dollars in thousands)

Non-accrual loans (1):
Real estate loans:

Residential . ............................. $ 5875 § 3,237 $ 2,591 $ 3,685 § 4,286
Commercial ............. ... .. ... .. ..... 3,363 2,312 2,613 2,330 8,957
Construction . ...t — 47 56 42 220
Homeequity ......... ..o, — — — 42 82
Commercial loans . ............... ... ..o uv.. 4,170 511 474 415 919

Indirectautoloans (4) . ............ ... .. ...... — — — — —
Other consumerloans (4) ..................... — — — — —

Total non-accrual loans . ................... 13,408 6,107 5,734 6,514 14,464
Restructured loans (2) ............ ..., — — — — 235
Other real estate owned and repossessed autos ... .... 1,075 86 552 1,299 2,303
Total non-performing assets ............ ... c.c... $ 14483 § 6,193 $ 6,286 $ 7,813 § 17,002
Accruing loans 90 days overdue . . . ................ $ 1,320 § 1,446 $ 1,776 $ 668 3 615
Allowance for loan losses as a percent of total loans . . . 1.15% 1.06% 0.96% 1.14% 1.24%
Allowance for loan losses as a percent of total

non-performing loans (3) ..................... 220.11%  410.69% 293.48% 232.07% 101.92%
Non-performing loans as a percent of total toans . .. . .. 0.52% 0.26% 0.33% 0.49% 1.21%
Non-performing assets as a percent of total assets .. ... 0.43% 021% 0.30% 0.43% 1.03 %

(1) Non-accrual loans include loans 90 days or more past due and other loans which have been identified as presenting uncertainty
with respect to the collectibility of interest or principal. See Note 4 for exception to this policy.

(2) Restructured loans represent performing loans for which concessions (such as reductions of interest rates to below market
terms and/or extension of repayment terms) have been granted due to borrower’s financial condition. The balances presented
exclude restructured loans on non-accrual status.

(3) Non-performing loans are comprised of non-accrual loans and restructured loans.

(4) Consumer loans, including indirect auto loans, are not placed on non-accrual status due to the expedited manner in which these

loans are resolved and the immaterial balance of individual loans.
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Allowance for Loan Losses

The allowance for loan losses is established through provisions for loan losses based on management’s on-going
evaluation of the risks inherent in the loan portfolio. Factors considered in the evaluation process include growth of
the loan portfolio, the risk characteristics of the types of loans in the portfolio, geographic and large borrower
concentrations, current regional economic and real estate market conditions that could affect the ability of borrowers
to pay, the value of underlying collateral and trends in loan delinquencies and charge-offs. The allowance for loan
losses is maintained at an amount management considers adequate to cover estimated losses in the loan portfolio which
are deemed probable and estimable based on information currently known to management. See “— Delinquent Loans
and Loan Review.”

The following table sets forth activity in the allowance for loan losses for the periods indicated:

Years ended December 31, Years ended October 31,
2001 2000 1999 1998 1997
(In thousands)
Balance at beginningof period ... ................... $ 25,081 $ 16,828 $ 15914 $ 14,742 $ 14,075
Provision forloanlosses .......... ... ... ... ....... 6,175 4,775 2,000 1,736 2,615
ACqUIrEd T€SEIVES . oo vttt i e e — 4,557 — — —
Charge-offs:
Mortgage loans:
Residential ............ ... ... ... ... ...... 2 36 — 229 196
Commercial . ............. ... .. viiven... 22 — — 371 785
Homeequity .......... ..o, — — — 49 —
Construction .. ............ccuiviiniinn.... — — — — —
Commercial loans .............. ... ... ... ... 687 158 379 213 688
Indirect auto loans . ......... ... ... ... ........ 1,438 1,323 1,116 614 546
Other consumerloans ......................... 114 116 143 124 199
Total charge-offs ....................... 2,263 1,633 1.638 1.600 2414
Recoveries:
Mortgage loans:
Residential .......... ... ... .. .. . .. ... . ... 169 179 5 32 73
Commercial . .............................. 4 59 6 41 134
Homeequity ............ciiiiniiunneenan. — — — 3 —
Construction . .............cuuiiniunaennnn. ' — — — — —
Commercial loans . ............ ... ........... 82 46 300 213 75
Indirectautoloans . ......... ... .. .. ... ...... 216 o235 185 113 144
Other consumerloans . ........................ 49 33 56 114 40
Totalrecoveries .. ...................... 520 554 552 516 466
Netcharge-offs ......... ... ... .. .. ... ... ... ..... (1.743) (1.079) (1,086) (1.084) (1.948)
Effect of difference in year-ends .................... — — — (277) —
Balanceatendofperiod . ....................... ... $29,513 $25.081 $ 16,828 $ 15117 $ 14,742
Ratio of net charge-offs
toaverage loans ........... ... ... .. ... 0.07% 0.06% 0.07% 0.09% 0.17%
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The allowance for loan losses is available for offsetting credit losses in connection with any loan, but is internally
allocated among loan categories as part of the process for evaluating the adequacy of the allowance for loan losses.
The following table sets forth information concerning the allocation of the allowance for loan losses at the dates
indicated:

At December 31,
2001 2000 1999
Percent of Percent Percent of Percent Percent of  Percent
allowance of loans allowance of loans allowance  of loans
to total to total to total to total to total to total
Amount  allowance loans Amount allowance loans Amount allowance loans

(Dollars in thousands)
Mortgage loans:

Residential ............. $ 6,158 20.9% 509% § 6,088 24.3% 513% $ 4,455 26.5% 51.3%
Commercial real estate . . .. 9,060 307 13.1 7,341 29.2 13.7 5,311 31.6 12.8
Construction ..........., 1,067 3.6 4.2 912 3.6 4.6 547 33 4.1
Homeequity ............ 430 1.5 1.8 375 1.5 1.7 197 1.2 1.5
Commercial loans . ......... 4,162 14.1 4.5 2,627 10.5 4.3 1,933 11.5 38
Indirect autoloans ......... 5,345 18.1 23.3 4,713 18.8 22.1 3,855 22.9 24.2
Other consumer loans ... .... 854 2.9 2.2 825 33 23 530 3.0 23
Unallocated . . ............. 2,437 8.2 — 2,200 8.8 — — — —
Total .................. $ 29,513 100.0% 100.0% $ 25.081 100.0% 100.0% $ 16.828 100.0% _100.0%

At October 31,

1998 1997
Percent of Percent Percentof  Percent
allowance of loans allowance  of loans
to total to total to total to total
Amount allowarnce loans Amount  allowance loans

(Dollars in thousands)
Mortgage loans:

Residential .............. $ 3,548 23.5% 477% $§ 3,542 24.0% 51.9%
Commercial real estate . .. .. 5,434 359 15.8 5,968 40.5 17.0
Construction ... .......... 818 5.4 4.8 716 4.8 5.0
Homeequity ............. 220 1.5 2.1 217 1.5 2.3
Commercialloans . .......... 1,767 11.7 38 2,021 13.7 3.7
Indirect autoloans .......... 2,837 18.8 232 1,837 12.5 17.5
Other consumer loans . ....... 493 3.2 2.6 441 3.0 2.6
Total ................... $ 18.117 100.0% 100.0% $ 14.742 100.0% 100.0%

Allocated reserves for loan losses are determined using both a formula-based approach applied to groups of loans and
an analysis of certain individual loans for impairment.

The formula-based approach evaluates groups of loans to determine the allocation appropriate within each portfolio
segment. Individual loans within the real estate (residential, commercial, construction, and home equity), commercial and
consumer (indirect auto and other consumer) loan portfolio segments are assigned internal risk ratings to group them with
other loans possessing similar credit risk characteristics. The level of reserve apportionable to each group of risk-rated loans
is then determined by management applying a loss factor that estimates the amount of probable loss in each category. The
assigned loss factor for each risk rating is a formula based assessment of historical loss data, portfolio characteristics,
economic trends, overall market conditions, past experience, and management’s subjective analysis of considerations of
probable loan loss based on these factors. Allocations for loan categories are then determined by applying loss factors that
represent management’s estimate of inherent losses in those categories to the appropriate loan balances outstanding.

The other method used to allocate the reserve for loan losses entails the assignment of reserve amounts to individual
loans on the a basis of loan impairment. Certain loans are evaluated individually and are judged to be impaired when
management believes it is probable that the Company will not collect all of the contractual interest and principal payments
as scheduled in the loan agreement. Under this method loans are selected for evaluation based on a change in internal risk
rating, occurrence of delinquency, loan classification or non-accrual status. An identifiable reserve amount is allocated to
an individual loan when such loan has been deemed impaired and when the amount of a probable loss is estimable on the
basis of fair value of collateral, present value of anticipated future cash flows or the loans observable fair market price.
Loans with an identifiable reserve and the amount of such reserve totaled $6,177,002 and $2,465,765 at December 31,2001,
respectively.
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A portion of the reserve for loan loss is not allocated to any specific segment of the loan portfolio. This unallocated
reserve is maintained for two primary reasons; there exists an inherent subjectivity and imprecision to the analytical
processes employed and the prevailing business environment, as it is affected by changing economic conditions and various
external factors, which may impact the portfolio in ways currently unforeseen. Moreover, management has identified
certain risk factors, which could impact the degree of loss sustained within the portfolio. These include: market risk factors,
such as the effects of economic variability on the entire portfolio, and unique portfolio risk factors that are inherent
characteristics of the Company’s loan portfolio. Market risk factors may consist of changes to general economic and
business conditions that may impact the Company’s loan portfolio customer base in terms of ability to repay and that may
result in changes in value of underlying collateral. Unique portfolio risk factors may include industry concentration or
covariant industry concentrations, geographic concentrations, or trends that may exacerbate losses resulting from economic
events which the Company may notbe able to fully diversify outof its portfolio. Management, therefore, has established and
maintains an unallocated reserve for loan losses. The amount of this unallocated reserve was $2.4 million at December
31, 2001, compared to $2.2 million at December 31, 2000.

As of December 31, 2001, the reserve for loan losses totaled $29.5 million as compared to $25.1 million at
December 31, 2000. Based on the processes described above, management believes that the level of the reserve for loan
losses at December 31, 2001 is adequate.

Investment Activities

The primary objectives of the investment portfolio are to achicve a competitive rate of rerurn over a reasonable
period of time and to provide liquidity. In view of the Banks’ lending capacity and generally higher rates of return
on loans, management prefers lending activities as its primary source of revenue with the securities portfolio serving
a secondary role. The investment portfolio, however, is expected to continue to represent a meaningful (not less than
10%) portion of total assets.

The current investment strategy has emphasized the purchase of U.S. Government and agency obligations and
corporate bonds generally maturing or callable within two to five years. The investment policy permits investments .
in mortgage-backed investments which typically have longer weighted average lives.

At December 31, 2001, the Company had $467.2 million, or 14.0% of total assets, in securities consisting
primarily of U.S. Government and agency obligations ($263.2 million), corporate bonds ($89.5 million), mortgage-
backed investments ($50.9 million), and marketable equity securities (§17.2 million). Also included in investments
is $40.8 million in restricted equity securities, $40.4 million of which is in the stock of the FHLB. To avail itself of
services offered by that organization, in particular the ability to borrow funds, the Banks are required to investin the
stock of the FHLB in an amount determined on the basis of their residential mortgage loans and borrowings from the
FHLB. The stock is redeemable at par and earns dividends at the discretion of the FHLB.

Statement of Financial Accounting Standards (SFAS) No. 115 requires the Company to designate its securities
as either held to maturity, available for sale or trading depending on management’s intent at the time of purchase. As
of December 31, 2001, $405.8 million, or 86.9% of the portfolio, was classified as available for sale, $20.6 million,
or 4.4% of the portfolio was classified as held to maturity and $40.8 million, or 8.7% of the portfolio was invested in
" restricted equity securities. As of December 31, 2001, the net unrealized gain on securities classified as available for
sale was $5.9 million, consisting of net unrealized gains of $2.1 million on marketable equity securities and $3.8
million on debt securities.

The Company’s investment policy requires that corporate bonds be rated “A” or better at the time of purchase.
Due to a subsequent adjustment in credit rating, the portfolio of corporate bonds included one issue with a carrying
value of $1.8 million at December 31, 2001 which was rated below investment grade. The issuer of such bond is
neither in default as to the payment of interest nor has declared bankruptcy. This bond traded at 89.2% of par value
at December 31, 2001. In the opinion of management, no writedown in carrying value was required at December 31,
2001.




The following table sets forth a summary of the Company’s investment securities at the dates indicated:

At December 31,
2001 2000 1999
(In theusands)

Securities available for sale:
Debt securities:

U.S. Government and agency obligations ............. $ 248,221 $ 123,352 § 113,644
Corporate bonds . ........ ... ... .. .. ... 89,137 44,737 39,055
State and municipal obligations . .. ............... ... 1,584 950 —
Mortgage-backed investments .. ................. ... 49,610 67,430 82,921
Total debt securities .. .......... ... ... 388,552 236,469 235,620
Marketable equity securities . ..... .. ... o oL 17,236 12,386 9,963
Total securities available forsale .. ................ $ 405,788 § 248,855 § 245,583

Securities held to maturity:

U.S. Government and agency obligations ............. § 14975 § 22,569 & 12,408
Corporatebonds ........ ... .. . ... ... .. 403 800 —
State and municipal obligations . .. ........ ... .. ..... 3,854 4,036 —
Mortgage-backed investments .. ....... ... ... ... . ... 1,319 2,323 —

Total securities held to maturity .. ................. $ 20,551 $ 29,728 $ 12,408

Restricted equity securities:

Federal Home Loan Bank of Bostonstock ............ $ 40,394 $§ 28,505 § 14,478
Other ... e 443 469 458
Total restricted equity securities . .............. ... $ 40,837 $§ 28974 § 14,936
Total investment securities $ 467,176 $ 307,557 § 272,927
Percent of total assets 13.96% 10.64% 12.86%
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The following table sets forth the book value, fully-taxable weighted average yield and contractual maturities of
investment securities as of December 31, 2001:

Securities available for sale:
Debt securities:
U.S. Government and
agencybonds ..........
Corporate bonds .. .......
State and municipal
obligations . ...........
Mortgage-backed securities
andCMOs ...........
Total debt securities .. ..
Marketable equity securities
and mutual funds ... .. ..
Total securities available
forsale.............

Securities held to maturity:
U.S. Government and
agency obligations . . . . ..
Corporate bonds .........
State and municipal
obligations . ...........
Mortgage -backed securities
andCMOs ............
Total securities held
to maturity . .........

Restricted equity securities:
Federal Home Loan
Bank of Boston stock . ..

Total restricted equity
securities

Total securities

After one year After five years

One year or less  through five years through ten years  After ten years Total
Book Book Book Book Book
value Yield value  Yield wvalue  Yield wvalue  Yield wvalue Yield
(Dollars in thousands)
$82,370 361% $§ 79,646 4.57% § 82,472 6.14% $3,733 6.60% $248,221 481%
8,678 6.82 74,261 6.64 6,198 6.24 — — 89,137 6.63
— — 658 6.84 926 848 — — 1,584 7.80
28 6.24 5,027 7.14 3,960 6.37 40,595 6.55 49,610 6.65
91,076 391 159,592 5.63 93,556 6.18 44328 6.55 388,552 547
17,236 4.85
91,076 3.91 159,592 5.63 93,556 6.18 44328 6.55 405,788 5.44
7,506 5.69 6,969 4.46 500 7.00 — — 14,975 5.16
403 798 —_— = — — — — 403 7.98
— — 3,412 7.18 442 7.72 — — 3,854 7.24
37 6.50 — — 449  6.63 833 7.00 1,319 6.86
7,946 5.81 10,381 5.35 1,391  7.11 833 7.00 20,551 5.71
40,394 4.50
443 4.79
40,837 4.50
$99,022 4.06% $169,973 5.61% § 94,947 6.19% $45,161 6.56% $467,176 537%
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Sources of Funds

General. The Banks use deposits, repayments and prepayments of loans, proceeds from sales of loans and
securities and proceeds from maturing securities, borrowings and cash flows generated by operations to fund its
lending, investing and general operations. Deposits have historically represented the Banks’ primary source of funds.
Since the Company’s initial public offering in November 1998 it has relied to a greater extent on borrowings to fund
the growth in the loan portfolio.

Deposits. The Banks offer a variety of deposit accounts with a range of interest rates and other terms. The
accounts include passbook savings accounts, NOW accounts (checking), demand deposit accounts, money market
deposit accounts, club accounts and certificates of deposit. The Banks also offer IRA, Roth/IRA, Education IR A, Simple
IRA and SEP accounts. The FDIC insures deposits up to certain limits (generally, $100,000 per depositor). The DIF
fully insures amounts in excess of such limits.

At December 31, 2001, deposits of $2,192.4 million were comprised of $180.9 million of non-interest-bearing
checking accounts and $2,011.5 million of interest-bearing deposit accounts, of which $992.1 million were certificates
of deposit. Of the total of certificates of deposit at December 31, 2001, $792.0 million, or 79.8% were scheduled to
mature within one year. Based on the monitoring of historical trends, the current pricing strategy for deposits and the
general avoidance of brokered deposits, management believes that the Banks will retain a significant portion of their
certificate of deposit accounts upon maturity.

Deposit flows are influenced greatly by economic conditions, the general level of interest rates and the relative
attractiveness of competing deposit and investment alternatives. Nantucket Bank’s deposit flows are also affected by
the seasonal economy of its market. In recent years, the strength of the stock market has adversely affected deposit
flows within the banking industry as some customers have opted to place a greater portion of their funds in instruments,
such as mutual funds, not directly offered by the Banks (other than through Compass’s contractual relationship with
INVEST Financial Corporation (INVEST) and Nantucket Bank’s Investment Services Division), rather than in deposit
accounts which they perceived to have less attractive returns. The recent decline in the stock market may make some
investors more inclined to seek less risky alternatives such as insured deposit accounts.

Compass has generally experienced steady deposit inflows in recent years, primarily influenced by regional bank
consolidations, competitive pricing and its strong community bank image. Compass’s strategy has been to grow
deposit levels through targeted promotions, branch expansion and renovation (three new branches and a new main
office were opened in 2000 and one new branch as well as two major renovations were completed in 2001) and bank
acquisition. Due to the seasonal tourist-related economies on Cape Cod, Martha’s Vineyard and Nantucket, the
Banks’ deposits generally peak during the summer months.

Compass maintains a “call center” with extended hours, staffed with 12 individuals trained to answer telephone
inquiries about customer accounts and about Compass’s various products and services. Compass also utilizes a 24-hour
automated touch-tone telephone voice response system, which allows customers to obtain information about their
accounts, to make account transfers, to pay bills and to receive information about Compass’s products and services.
Compass offers several relationship-based checking account products, entitled Flagship Checking, Compass 50
Checking and Preferred Checking which offer packages of select benefits. Services to commercial customers also
include a Sweep Account, Simple IRA accounts, a touch-tone telephone electronic tax filing service, merchant credit
card services, and web-based cash management products.

Compass uses direct mail and customer service personnel at each of its branches and at its main office to solicit
deposits and advertises its deposits through the print media, on billboards, through its website
(www.compassbank.com) and through radio and television. Compass also offers its on-line banking services, including
a bill payment service, over the Internet. Nantucket Bank also offers a 24-hour automated touch-tone telephone voice
response system, merchant credit card services and on-line banking, with a bill payment service, over the Internet.
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The following table sets forth certain information regarding the distribution of the average balance of deposit
accounts and the weighted average interest rate on each category of deposits during the periods indicated:

Years Ended December 31,

2001 ° 2000 1999
Weighted Weighted Weighted
Average average Average average Average average
balance rate balance rate balance rate
(Dollars in thousands)
NOWaccounts ..................... § 246,034 0.56% $ 166,776 0.73% §$§ 151,180 0.97%
Savingsaccounts ................... 254,134 1.65 217,433 2.01 215,088 2.31
Money market deposit accounts ... ... .. 389,511 2,71 292,037 291 295,393 2.92
~ Demand depositaccounts ............. 184,979 — 131.108 — 118,956 —
Total non-certificate accounts ........ 1,074,658 1.50 807,354 1.74 780,617 1.93
Certificate of deposit accounts ......... 1,009,557 5.54 846,746 5.84 734,995 5.19
Total average deposits .............. § 2084215 3.46% $ 1.654.100 384% § (515612 3.51%

Certificates of deposit of $100,000 or more outstanding as of December 31, 2001 are scheduled to mature as
follows (in thousands):

Three monthsorless ................... $ 84,423
Overthree tosixmonths ... .............. 48,129
Over six to twelve months . ............. . 76,802
Overtwelvemonths . ................... 58.972

$268,326

Borrowings. The Banks borrow funds from the FHLB to partially finance their loan and other funding needs.
FHLB loans are collateralized by a blanket-type pledge on the Banks’ FHLB stock, first mortgages on residential
property and securities issued, insured or guaranteed by the U.S. Government and its agencies, including mortgage-
backed securities. The FHLB charges a fixed rate of interest on its loans. The maximum amount that the FHLB will
loan varies based on the FHLB’s policies. At December 31, 2001, Compass and Nantucket Bank had approximately
$411.9 million and $59.2 million, respectively, in available borrowing capacity with the FHLB that is contingent upon
the purchase of additional FHLB stock.

Short-term borrowings include funds drawn under the Banks’ lines of credit with the FHLB, securities sold under
agreements to repurchase and funds held in connection with the U.S. Treasury’s tax and loan note program.

The following table sets forth certain information regarding borrowed funds during the periods indicated:
Years ended December 31,

2001 2000 1999
(Dollars in thousands)

Total Short-term borrowings:

Averagebalance . ....... .. ... e $ 32,122 $ 32,362 $ 30,079
Maximum monthend amount ............ ... .t 37,464 57,637 46,895
Balanceatend ofperiod ......... ... ... i 34,584 31,427 40,787
Weighted average interest rate during the period . ....... ... ....... 3.69% 4.68% 4.79%
Weighted average interest rate atend of period . .................. 2.48% 4.35% 4.42%
Federal Home Loan Bank of Boston advances:
Average balance . .......... ... . $714,248  $337,733 $147,486
Maximum monthendamount . .......... .. ... ... ... .. ... ..... 786,872 556,869 271,900
Balanceatend of period . ... ... ... ... . .. ... ... 786,872 556,869 271,900
Weighted average interest rate duringthe period .. ................ 5.62% 6.26% 5.86%
Weighted average interest rate atend of period ................... 531% 6.05% 5.81%




Subsidiaries

In addition to its 100% ownership of the common stock of Compass and Nantucket Bank, the Company directly
owns 100% of Lighthouse Securities Corporation and, through its bank subsidiaries, six other corporations. At
December 31, 2001, a summary of the Company’s and the Banks’ subsidiaries, all of which are Massachusetts
corporations, was as follows:

Lighthouse Securities Corporation. Lighthouse Securities Corporation (“Lighthouse”) was established in 1998
as a Massachusetts securities corporation and, as such, is authorized to engage in buying, selling and holding
investment securities on its own behalf and not as a broker. The income earned on Lighthouse’s investment securities
is subject to a significantly lower rate of state tax than that assessed on pretax income earned by the Banks. At
December 31, 2001, Lighthouse had total assets of $1.0 million, consisting primarily of cash maintained at Compass.

Sandwich Securities Corporation. Sandwich Securities Corporation (“Sandwich Corporation™) is a wholly-owned
subsidiary of Compass established in 1993 as a Massachusetts securities corporation. Sandwich Corporation engages
exclusively in buying, selling and holding investment securities on its own behalf and not as a broker. The income
earned on Sandwich Corporation’s investment securities is subject to a significantly lower rate of state tax than that
assessed on pretax income earned by the Banks. At December 31, 2001, Sandwich Corporation had total assets of
$128.3 million, consisting primarily of investment securities.

Sextant Securities Corporation. Sextant Securities Corporation (“SSC”) is a wholly-owned subsidiary of Compass
established in 1995 as a Massachusetts securities corporation. SSC engages exclusively in buying, selling and holding
investment securities on its own behalf and not as a broker. The income earned on SSC’s investment securities is
subject to a significantly lower rate of state tax than that assessed on pretax income earned by the Banks. AtDecember
31, 2001, SSC had total assets of $85.8 million, consisting primarily of investment securities.

Compass Preferred Capital Corporation. Compass Preferred Capital Corporation (“Compass Preferred”) is a
subsidiary of Compass. It was established in 1998 to engage in real estate business activities (including the acquisition
and holding of securities and real estate loans) that enable it to be taxed as a “real estate investment trust” under federal
and Massachusetts tax laws. Compass Preferred had total assets of $673.8 million at December 31, 2001, of which
$544.5 million were mortgage loans originated by Compass and $120.3 million was cash maintained at Compass.

The Sextant Corporation. The Sextant Corporation (“Sextant”) is a wholly-owned subsidiary of Compass
originally formed to purchase equipment on behalf of Compass for tax favored purposes. Sextant has also engaged in
limited real estate development activities, At December 31, 2001, Sextant had total assets of $2.0 million.

The 1855 Corporation. The 1855 Corporation (“1855 Corporation”) is a wholly-owned subsidiary of Compass
established in 1971 as a Massachusetts corporation. 1855 Corporation is principally engaged in the acquisition and
holding of real estate used for banking purposes. At December 31, 2001, 1855 Corporation had total assets of $1.6
million, of which $1.2 million consisted of real estate used for banking purposes.

N. Realty Corp. N. Realty Corp. (“NRC”) is a subsidiary of Nantucket Bank established in 1998 to engage in real
estate business activities (including the acquisition and holding of securities and real estate loans) that enable it to be
taxed as a real estate investment trust under federal and Massachusetts tax laws. NRC had total assets of $170.3
million at December 31 2001, of which $142.0 million were mortgage loans originated by Nantucket Bank.
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Supervision and Regulation

As Massachusetts-chartered stock savings banks, Compass and Nantucket Bank are subject to regulation by the
Massachusetts Division of Banks (the “Division™) and the FDIC. The Banks are required to file reports with, and are
periodically examined by, the FDIC and the Division concerning their activities and financial condition and must
obtain regulatory approvals prior to entering into certain transactions, including, but not limited to, mergers with or
acquisitions of other financial institutions. The Banks are members of the FHLB and are subject to certain limited
regulation by the FRB. Seacoast Financial, as a bank holding company, is subject to regulation by the FRB and is
required to file reports with the FRB.

Massachusetts Bank Regulation

General. Compass and Nantucket Bank are subject to supervision, regulation and examination by the Division
and are subject to various Massachusetts statutes and regulations which govern, among other things, investment
powers, lending and deposit-taking activities, borrowings, maintenance of surplus and reserve accounts, distribution
of earnings and payment of dividends. In addition, the Banks are subject to Massachusetts consumer protection and
civil rights laws and regulations. The Commissioner’s approval is required for a Massachusetts bank to establish or
close branches, merge with other banks, organize a holding company, issue stock, engage in insurance agency activities
and undertake certain other activities.

In response to a Massachusetts law enacted in 1996, the Commissioner adopted rules that generally give
Massachusetts banks powers equivalent to those of national banks. The Commissioner also has adopted procedures
reducing regulatory burdens and expense and expediting branching by well-capitalized and well-managed banks.

DIF. All Massachusetts-chartered savings banks are required to be members of the DIF, a corporation that insures
savings bank deposits not covered by federal deposit insurance. The DIF is authorized to charge an annual assessment
of up to 1/16th of 1% of a savings bank’s deposits.

Insurance of Accounts and Regulation by the FDIC

As an insurer, the FDIC charges deposit insurance premiums and is authorized to conduct examinations of and
to require reporting by FDIC-insured institutions. It also may prohibit any FDIC-insured institution from engaging
in any activity that the FDIC determines by regulation or order to pose a risk to the insurance fund. The FDIC also
has the authority to initiate enforcement actions against banks, after giving the Commissioner an opportunity to take
such action,

Regulatory Capital Requirements

The Banks are required to maintain certain levels of regulatory capital in relation to risk-weighted assets. The
ratio of such regulatory capital to risk-weighted assets is referred to as the “risk-based capital ratio.” Risk-based
capital ratios are determined by allocating assets and specified off-balance sheet items to four risk-weighted categories
ranging from 0% to 100%, with higher levels of capital being required for the categories perceived as representing
greater risk.

These guidelines divide a bank’s capital into two tiers. The first tier ("Tier 1") includes common equity, retained
earnings, certain non-cumulative perpetual preferred stock (including trust preferred securities, to a maximum of 25%
of Tier 1 capital) and minority interests in equity accounts of consolidated subsidiaries, less goodwill and other
intangible assets (except mortgage servicing rights and purchased credit card relationships subject to certain
limitations). Supplementary ("Tier 2") capital includes, among other items, cumulative perpetual and long-term
limited-life preferred stock, mandatory convertible securities, certain hybrid capital instruments, term subordinated
debt and the allowance for loan losses, subject to certain limitations, less required deductions. Banks are required to
maintain a total risk-based capital ratio equal to at least 8% of risk-weighted assets, and at least half of such capital
must be Tier 1 capital.
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In addition, the FDIC has established regulations prescribing a minimum Tier 1"leverage ratio" (Tier 1 capital
to adjusted average total assets as specified in the regulations). These regulations provide for a minimum Tier 1
leverage ratio of 3% plus an additional cushion of at least 100 to 200 basis points. The FDIC may, however, set higher
leverage and risk-based capital requirements for individual institutions when particular circumstances warrant.

International bank supervisory organizations, principally the Basel Committee on Banking Supervision, currently
are considering changes to the risk-based capital adequacy framework which ultimately could affect the FDIC’s
guidelines concerning capital adequacy.

Limitations on Dividends and Other Capital Distributions

The FDIC has the authority to use its enforcement powers to prohibit a bank from paying dividends if, in its
opinion, the payment of dividends would constitute an unsafe or unsound practice. Federal law also prohibits the
payment of dividends by a bank that would result in the bank failing to meet its applicable capital requirements on a
pro forma basis. Massachusetts law also restricts a bank from declaring a dividend which would reduce its capital
below (i) the amount required to be maintained by state and federal law and regulations or (ii) the amount of their
liquidation account established in connection with the conversion from mutual to stock form. In addition,
Massachusetts law requires the Commissioner’s approval if the total of dividends declared by a bank in any calendar
year exceed net income for that year combined with the retained net income of the preceding two years.

Prompt Corrective Action

The federal banking agencies have promulgated regulations to implement a system of prompt corrective action
required by federal law. Under the regulations, a bank is deemed to be: (i) “well capitalized” if it has total risk-based
capital of 10% or more, has a Tier 1 risk-based capital ratio of 6% or more, has a Tier I leverage ratio of 5% or more
and is not subject to any written capital order or directive; (ii) “adequately capitalized” if it has a total risk-based capital
ratio of 8% or more, a Tier | risk-based capital ratio of 4% or more and Tier ! leverage ratio of 4% or more (3% under
certain circumstances) and does not meet the definition of “well capitalized”; (iii) “undercapitalized” if it has a total
risk-based capital ratio that is less than 8%, a Tier 1 risk-based capital ratio that is less than 4% or a Tier 1 leverage
ratio that is less than 4% (3% under certain circumstances); (iv) “significantly undercapitalized” if it has a total risk-
based capital ratio that is less than 6%, a Tier 1 risk-based capital ratio that is less than 3% or a Tier 1 leverage ratio
that is less than 3%; and (v) “critically undercapitalized” if it has a ratio of tangible equity to total assets that is equal
to or less than 2%.

Based on the foregoing, Compass and Nantucket Bank are currently classified as “well capitalized” banks.
Holding Company Regulation

General. Seacoast Financial, as a bank holding company, is subject to comprehensive regulation and regular
examinations by the FRB. The FRB also has extensive enforcement authority over bank holding companies, including,
among other things, the ability to assess civil money penalties, to issue cease and desist or removal orders and to
require that a holding company divest subsidiaries (including its bank subsidiaries). In general, enforcement actions
may be initiated for violations of law and regulations and unsafe or unsound practices.

Seacoast Financial is subject to capital adequacy guidelines for bank holding companies (on a consolidated basis)
which are substantially similar to those of the FDIC for the Banks.

Under FRB policy, a bank holding company must serve as a source of strength for its subsidiary banks. Under this
policy, the FRB may require, and has required in the past, a holding company to contribute additional capital to an
undercapitalized subsidiary bank.

Seacoast Financial must obtain Massachusetts Board of Bank Incorporation and FRB approval before: (i)
acquiring, directly or indirectly, ownership or control of any voting shares of another bank or bank holding company
if, after such acquisition, it would own or control more than 5% of such shares (unless it already owns or controls the
majority of such shares); (ii) acquiring all or substantially all of the assets of another bank or bank holding company;
or (iil) merging or consolidating with another bank holding company.
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The BHCA also prohibits a bank holding company, with certain exceptions, from acquiring direct or indirect
ownership or control of more than 5% of the voting shares of any company which is not a bank or bank holding
company, or from engaging directly or indirectly in activities other than those of banking, managing or controlling
banks, or providing services for its subsidiaries. '

Dividends. FRB policy specifies that a bank holding company should pay cash dividends only to the extent that
the holding company’s net income for the past year is sufficient to cover both the cash dividends and a rate of earning
retention that is consistent with the holding company’s capital needs, asset quality and overall financial condition.
Under the prompt corrective action regulations adopted by the FRB, the FRB may prohibit a bank holding company
from paying any dividends if any of the holding company’s bank subsidiaries is classified as “undercapitalized.”

Bank holding companies are required to give the FRB prior written notice of any purchase or redemption of its
outstanding equity securities if the gross consideration for the purchase or redemption, when combined with the net
consideration paid for all such purchases or redemptions during the preceding 12 months, is equal fo 10% or more of
the consolidated net worth of the bank holding company. The FRB may disapprove such a purchase or redemption
if it determines that the proposal would constitute an unsafe or unsound practice or would violate any law, regulation,
FRB order or any condition imposed by, or written agreement with, the FRB.

This notification requirement does not apply to any bank holding company that meets the well-capitalized standard
for banks, is “well managed” within the meaning of the FRB regulations and is not subject to any unresolved
supervisory issues.

Financial Services Modernization. In November 1999, the Gramm-Leach-Bliley Act (“Gramm-Leach”), which
significantly altered banking laws in the United States, became law. Gramm-Leach permits combinations among
banks, securities firms and insurance companies. Under Gramm-Leach, bank holding companies are permitted to offer
their customers virtually any type of financial service that is financial in nature or incidental thereto, including
banking, securities underwriting, insurance (both underwriting and agency) and merchant banking.

In order to engage in these new financial activities, a bank holding company must qualify and register with the
FRB as a “financial holding company” by demonstrating that each of its bank subsidiaries is “well capitalized,” “well
managed” and has at least a “satisfactory” rating under the Community Reinvestment Act of 1977, as amended
(“CRA”).

A “financial subsidiary”of a national or state bank may engage in the new financial activities authorized by
Gramm-Leach except for insurance or annuity underwriting, insurance company portfolio investments, real estate
investment and development and merchant banking , which must be conducted by a financial holding company. In
order for a financial subsidiary of a national or state bank to engage in the new financial activities, Gramm-Leach
requires that each of the parent bank (and its sister-bank affiliates) be well capitalized and well managed; that the
aggregate consolidated assets of all of the bank’s financial subsidiaries not exceed the lesser of 45% of its consolidated
total assets or $50 billion; that the bank must have at least a satisfactory CRA rating; and, if the bank is one of the 100
largest national banks, it meet certain financial rating or other comparable requirements.

Gramm-Leach established a system of functional regulation, under which the federal banking agencies will
regulate the banking activities of financial holding companies and banks’ financial subsidiaries, the U.S. Securities
and Exchange Commission will regulate their securities activities and state insurance regulators will regulate their
insurance activities. Gramm-Leach also provides new protections against the transfer and use by financial institutions
of consumers’ nonpublic, personal information.

Although the Company meets the qualifications for electing to become a financial holding company under Gramm-
Leach, the Company has elected to retain its pre-Gramm-Leach status for the present time.

Federal Reserve System
The FRB requires all depository institutions to maintain noninterest-bearing reserves at specified levels against
their transaction accounts (primarily depositor checking and NOW accounts). Banks are authorized to borrow from

the FRB’s “discount window,” but FRB regulations require banks to exhaust other reasonable alternative sources of
funds, including FHLB borrowings, before borrowing from the FRB.
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Federal Home Loan Bank System

The Banks are members of the FHLB, which is one of 12 regional Federal Home Loan Banks that administer the
home financing credit function of savings institutions. Each Federal Home Loan Bank serves as a central bank for
members within its region. It makes loans to members (i.e., advances) in accordance with policies and procedures
established by the board of directors of each Federal Home Loan Bank. All advances are required to be fully secured
by sufficient collateral as determined by the FHLB. As members, the Banks are required to purchase and maintain
stock in the FHLB. At December 31, 2001, the Banks owned $40.4 million of FHLB stock.

Personnel

As of December 31, 2001, the Banks had 618 full-time employees and 129 part-time employees. None of the
Banks’ employees are represented by a labor union and management considers its relationship with its employees to
be good.

Item 2. Properties

At December 31, 2001, the Company conducted business through 42 full-service branches, two seasonal high
school offices, 7 remote ATMs and the corporate headquarters.

In July 2000, the Company completed construction of its new corporate headquarters and main banking office in
downtown New Bedford. The cost of construction of this five story office building with 147,000 square feet of space
was $21.5 million, including land acquisition and site work as well as all furniture and equipment. The Company
estimates that it currently is utilizing approximately 70% of the building capacity with the remainder earmarked for
future expansion of business.

In the Greater New Bedford market, Compass operates ten full-service branches, including seven branches in the
City of New Bedford (six of which are owned by Compass or a subsidiary while the other is operated under a land
lease), one owned branch in Fairhaven and one leased branch in each of Mattapoisett and Dartmouth. Compass’s
corporate headquarters are also located in the City of New Bedford. Two of Compass’s remote ATMs and one of its
limited service high school branches are also located in the City of New Bedford.

In the Greater Fall River market, Compass operates seven full-service branches, including one owned and one
leased branch in the City of Fall River, one leased branch in Assonet and owned branches in each of Seekonk (subject
to a land lease), Somerset, Swansea and W estport. One of Compass’s remote ATMs is also located in the City of Fall
River, as is one of Compass’s limited service high school branches.

In the Greater Plymouth market, Compass operates six full-service branches, including two owned and two leased
branches in Plymouth and a leased branch in Carver. Compass also leases a non-branch mortgage office in Lakeville,
located in the Greater Plymouth market.

In the Martha’s Vineyard market, Compass operates five full-service branches, including one owned and one
leased branch in Edgartown, and owned branches in each of Chilmark, Vineyard Haven and Oak Bluffs. One of
Compass’s remote AT Ms is located on Martha’s Vineyard in West Tisbury.

In the Cape Cod market, Compass operates twelve full-service branches, including two leased offices in Sandwich,
leased offices in Buzzards Bay, South Yarmouth and Wareham, and owned offices in Pocasset, Falmouth, Hyannis

(two), Chatham, Dennis and Orleans.

In the Nantucket market, Nantucket Bank operates three full-service branches all of which are owned. In addition,
Nantucket Bank leases office space.

See Note 5 of the Notes to Consolidated Financial Statements included herein for additional information.
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Item 3. Legal Proceedings

The Company is not involved in any pending legal proceedings other than routine legal proceedings occurring in
the ordinary course of business. Management believes that those routine proceedings involve, in the aggregate,
amounts which are immaterial to the consolidated financial condition and results of operations of the Company.
Item 4. Submission of Matters to a Vote of Security Holders

Not applicable.
PART II

Item 5. Market for Registrant’s Common Equity and Related Stockholder Matters

Seacoast Financial’s common stock is traded on the Nasdaq National Market System under the symbol “SCFS”.
AtMarch 15, 2002, there were 24,238,886 shares of common stock outstanding and 5,635 shareholders of record. This
does not reflect the number of persons or entities who hold their stock in nominee or street name through various
brokerage firms. As of that date, the closing sales price, as reported by Nasdaq, was $19.39.

High and low sales prices and dividends declared, stated on a per share basis, are as follows:

Dividends
High Low Declared
2002
First quarter (through March 15,2002) .......... $19.45 $16.72 $0.10
2001
Fourthquarter . ........ ... ... ... .. ......... 17.83 14.13 0.09
Third quarter ......... .. . ... .. ... . . ... 17.90 13.25 0.09
Second quarter ....... S 16.33 12.88 0.08
FrStQUAITET ..o o vee et et e e 1538 10.75 0.08
200¢
Fourthquarter ........... ... .. .. ..... .. ..... 12.06 9.44 0.07
Third quarter . ........ .. ... . . . ... . o, 11.38 9.06 0.07
Second quarter ............ . ... e, 10.13 8.50 0.06
Firstquarter .......... ... ... ... . ... 10.13 8.75 0.06

The Company’s Board of Directors reviews the payment of dividends on a quarterly basis. The declaration of
dividends is dependent upon a number of factors, including capital requirements, regulatory considerations, the
financial condition and operating results of bank subsidiaries and general economic conditions. Based on its
assessment of these factors, the Board of Directors may elect to either pay the same dividend as the previous quarter
or to increase, decrease or omit the dividend.

The Company initiated the payment of a dividend in the third quarter of 1999 and has increased the dividend rate
by $.01 per share semi-annually since then. While there can be no assurance that it will continue to do so, the

Company expects that dividends which are comparable in relation to net income as those currently being paid will
continue to be paid in the foreseeable future.
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Item 6. Selected Comnsolidated Financial Data

The selected consolidated financial data are derived in part from, and should be read in conjunction with, the
Company’s consolidated financial statements and notes thereto presented elsewhere herein.

At December 31, At October 31,
2001 20060 1999 (1) 1998 1997
(In thousands, except per share data)

Selected Financial Condition Data:

Totalassets .. ... $ 3,347,467 $2,890,765 $2,122,785 $ 1,806,523 $ 1,625,260
Loans (2) ... . . 2,574,982 2,363,332 1,747,206 1,320,680 1,190,939
Allowance for loanlosses . .................. 29,513 25,081 16,828 15,117 14,742
Debt securities :

Available forsale ......... ... .. .. .... 388,552 236,469 235,620 282,732 316,384

Held to maturity ......... ... ... ... .... 20,551 29,728 12,408 13,694 12,633
Marketable equity securities . . ............... 17,236 12,386 9,963 8,200 3,512
Deposits .ot e 2,192,357 1,989,630 1,515,622 1,531,663 1,360,962
Borrowed funds ......... ... ... ... .. L 823,341 590,266 314,622 102,906 108,042
Stockholders’ equity/Surplus ................ 305,724 288,188 274,021 153,570 140,128
Non-performing loans . .......... ... ...... 13,408 6,107 5,734 6,514 14,464
Non-performing assets . ..............c..... 14,483 6,193 6,286 7,813 16,767

Years Ended

December 31, October 31,
2001 2000 1999 (1) 1998 1997

Selected Operating Data: »
Interest income . ............oovimuunennn.. $ 216,389 % 166,439 $ 137,952 $§ 122,934 % 115,949
Interest expense .. ........ ... 113,491 86,336 63,510 62,692 58,025

Net interestincome .................... 102,898 80,103 74,442 60,242 57,924
Provision for loanlosses . .................. 6,175 4,775 2,000 1,736 2,615

Net interest income after provision

forloanlosses ...................... 96,723 75,328 72,442 58,506 55,309

Gains on sale of securities,net ............... 99 4 164 67 92
Gains on sales of loans, net . ................ 1,352 30 56 1,755 717
Gains on pension plan termination/settlement . .. 1,504 — 1,472 — —
Other noninterestincome . .................. 13,388 9,953 8,302 8,220 7,727
Noninterest eXpense . ...................... 65,376 49,071 44,516 39.807 37,036

Income before income taxes ............. 47,690 36,244 37,920 28,741 26,809
Provision for income taxes . ................. 16,723 12,315 13.394 10,651 10,165

Net iNCOME .o ovv vt $ 30,967 § 23929 $ 24,526 3 18,090 § 16,644
Earnings per share - diluted (8) .............. $1.31 $1.01 §_Q—9_7
Cash dividends pershare (8) ................ $0.34 $0.26 $0.10
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December 31, QOctober 31,

2001 2000 1999 (1) 1998 1997
Selected Financial Ratios and Other Data (3):
Performance Ratios:
Return on average assets .................. .98% 1.03% 1.23% 1.06% 1.07%
Return on average stockholders’
equity/surplus ............... .. ... . ... 10.38 8.54 8.97 12.00 12.66
Average equity to average total assets . ... .... 9.45 12.07 13.77 8.87 8.41
Net interest rate spread (4) .. .............. 3.00 2.98 3.26 3.20 3.38
Net interestmargin (§) ............ . ...... 3.47 3.63 3.93 3.72 3.88
Average interest-earning assets to average
interest-bearing Habilities . . ... ....... ... 112.34 116.43 120.12 113.36 113.03
Total noninterest expense to average assets . . . . 2.07 2.11 2.24 2.34 2.37
Efficiencyratio (6) ... ........ .. ... ... 53.01 53.81 52.85 55.53 54.45
Dividend payoutratio (8) . ................. 26.12 26.41 10.33
Regulatory Capital Ratios (3):
Tier 1 leverage capital ................. ... 8.04 10.15 13.11 8.34 8.38
Tier 1 risk-based-capital .................. 12.04 12.78 18.98 12.45 12.94
Total risk-based capital .. .......... ... ... 13.34 14.04 20.17 13.70 14.19
Asset Quality Ratios (3):
Non-performing loans as a percent of
loans(7) ... ... . .52 .26 .33 .49 1.23
Non-performing assets as a percent of
totalassets . ...... ... .43 21 30 43 1.05
Allowance for loan losses as a percent
ofloans (2) ... ... ... ... . .. ... 1.15 1.06 .96 1.14 1.24
Allowance for loan losses as a percent of
total non-performing loans (7) . .......... 220.11 410.69 293.48 232.07 100.29
Number of Full-Service Customer Facilities ...... 42 41 35 34 33

(1) In January 1999, the Board of Directors voted to change the Company’s year-end to December 31. Selected
consolidated financial data for the two month transition period ended December 31, 1998 is not presented herein.

(2) Loans are comprised of gross loan balances, less unearned discounts, loans held for sale and net unadvanced
funds on loans plus net deferred loan origination costs and fees.

(3) AssetQuality Ratios and Regulatory Capital Ratios are end-of-period ratios. With the exception of end-of-period
ratios, all ratios are based on average daily balances during the periods indicated.

(4) The net interest rate spread represents the difference between the fully-taxable weighted average yield on average
interest-earning assets and the weighted average cost of average interest-bearing liabilities.

(5) The net interest margin represents net interest income {fully taxable equivalent) as a percentage of average
interest-earning assets.

(6) The efficiency ratio represents the ratio of noninterest expenses (excluding amortization of intangible assets) to
the sum of net interest income and noninterest income (excluding gains on pension plan termination and
settlement).

(7) Non-performing loans consist of all nonaccrual loans and restructured loans.

(8) Diluted earnings and cash dividends per share and the dividend payout ratio are inapplicable for periods prior

to the Company’s mutual to stock conversion in November 1998.
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Ttem 7. DManagement’s Discussion and Analysis of Financial Condition and Results of Operations

Forward-Looking Statements

This Form 10-K contains certain “forward-looking statements” within the meaning of Section 2 1E of the Securities
Exchange Act 0f 1934. When used in this report, the words or phrases, “will likely result,” “are expected to,” “will
continue,” “is anticipated,” “estimate,” “believe,” or similar expressions are intended to identify such forward-looking
statements. Actual results could differ materially from those anticipated in the forward-looking statements. Important
factors that might cause such a difference include, among other things, general economic conditions, particularly the
real estate market, in the Company’s primary market area, credit risk management, asset/liability management,
changes in government regulation and supervision, changes in interest rates, the availability of and costs associated
with sources of liquidity and increased competition and bank consolidations in the Company’s market area.

LI

The Company does not undertake, and specifically disclaims any obligation, to publicly release the result of any
revisions which may be made to any forward-looking statements to reflect the occurrence of anticipated events or
circumstances after the date of such statements.

General

The Company’s results of operations depend primarily on its net interest income, which is the difference between
the income earned on its loan and securities portfolios and its cost of funds, consisting of the interest paid on deposits
and borrowings. Results of operations are also affected by the provision for loan losses, as well as noninterest income
and expenses. Noninterest income consists principally of deposit and other banking fees. Noninterest expenses consist
principally of employee compensation and benefits, occupancy, data processing, marketing and professional services
costs. Results of operations are also significantly affected by general economic and competitive conditions and changes
in interest rates as well as government policies and actions of regulatory authorities.

Critical Accounting Policies

Management’s discussion and analysis of the Company’s financial condition are based on the consolidated
financial statements which are prepared in accordance with accounting principles generally accepted in the United
States. The preparation of such financial statements requires management to make estimates and assumptions that
affect the reported amounts of assets, liabilities, revenues and expenses and related disclosure of contingent assets and
liabilities. On an ongoing basis, management evaluates its estimates, including those related to the allowance for loan
losses. Management bases its estimates on historical experience and on various other assumptions that are believed
to be reasonable under the circumstances, the results of which form the basis in making judgments about the carrying
values of assets that are not readily apparent from other sources. Actual results could differ from the amount derived
from management’s estimates and assumptions under different assumptions or conditions.

Management believes the allowance for loan losses is a critical accounting policy that requires the most significant
estimates and assumptions used in the preparation of the consolidated financial statements. The allowance for loan
losses is based on management’s evaluation of the level of the allowance required in relation to the estimated loss
exposure in the loan portfolio. Management believes the allowance for loan losses is a significant estimate and
therefore regularly evaluates it for adequacy by taking into consideration factors such as prior loan loss experience, the
character and size of the loan portfolio, business and economic conditions and management’s estimation of future
losses. The use of different estimates or assumptions could produce different provisions for loan losses. Refer to the
discussion of Allowance for Loan Losses in the Business Section and Notes 1 and 4 of the Notes to Consolidated
Financial Statements for a detailed description of management’s estimation process and methodology related to the
allowance for loan losses.

In June 2001, the Financial Accounting Standards Board (FASB) issued SFAS No. 141, “Business Combinations,”
which is effective for transactions initiated after June 30, 2001. Under SFAS No. 141, all business combinations must
be accounted for using the purchase method of accounting; use of the pooling-of-interests method is no longer
permitted. In addition, this Statement requires that certain intangible assets acquired in a business combination be
recognized apart from goodwill. Under the transition provisions of SFAS No. 141, no change in the amount of the
purchase price assigned to the assets acquired and liabilities assumed in a business combination completed before July
1,2001 and accounted for by the purchase method shall occur except for certain identified intangible assets which were
separately recognized at the time of the transaction.

Also in June 2001, the FASB issued SFAS No. 142, “Goodwill and Other Intangible Assets,” which is effective
for fiscal years beginning after December 15, 2001. Under prior accounting standards, goodwill resulting from a
business combination is amortized against income over its estimated useful life. Under SFAS No. 142, goodwill is
generally no longer amortized as an expense after 2001, but instead is reviewed and tested for impairment using a fair
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value methodology prescribed in this Statement. Goodwill will be tested for impairment at least annually, or more
frequently as a result of an event or change in circumstances (for example, recurring operating losses by an acquired
entity) that would indicate an impairment adjustment may be necessary. Based on its assessment of the current
economic environment, management does not anticipate an impairment adjustment to the goodwill reflected in the
consolidated balance sheet set forth in the Consolidated Financial Statements due to the adoption of SFAS No 142.

A significant effect of adopting SFAS No. 141 and No. 142 is that the Company will no longer amortize the goodwill
balance of $33.9 million, which will have the effect of reducing goodwill amortization by $2.4 million in 2002 and
increasing net income.

Refer to Note 1 of the Notes to Consolidated Financial Statement for additional information about SFAS 141 and
142,

Acquisition of Home Port

On December 31, 2000, the Company completed its acquisition of Home Port and its bank subsidiary, Nantucket
Bank, in a transaction accounted for under the purchase method of accounting. Accordingly, the consolidated assets
and liabilities of Home Port as of December 31, 2000 have been reflected in the Company’s consolidated balance sheet
at that date at their respective fair values. Home Port’s results of operations have been included in the Company’s
consolidated statements of income from the date of acquisition.

Comparison of Financial Condition at December 31,2001 and 2000

Total assets increased by $456.7 million, or 15.8%, from $2,890.8 million at December 31, 2000 to $3,347.5
million at December 31, 2001. This growth was due to a $207.2 million, or an 8.9% increase in net loans and, to a
lesser extent, increases in federal funds sold ($87.0 million) and investment securities ($159.6 million). The combined
increase in federal funds sold and investment securities during 2001 amounted to nearly $250 million and is mainly
attributable to two factors. First, deposit growth during the second half of the year, particularly the third quarter,
totaled $142.6 million. This unusually high level of growth is considered by management to be primarily caused by
the decline in the stock market in the wake of an economic slowdown and the acts of terrorism against the United
States occurring in September 2001. Second, the Company’s borrowings from the Federal Home Loan Bank (FHLB)
exceeded its actual funding needs as management considered the rates being offered to be favorable. AtDecember 31,
2001, the Company’s weighted average rate on its outstanding FHLB advances was 5.31% compared to 6.05% at
December 31, 2000.

The loan portfolio, excluding loans held for sale, increased in 2001 due primarily to increases in residential
mortgage loans ($99.0 million), indirect auto loans ($78.4 million) and commercial and commercial real estate loans
($29.3 million). The growth in residential mortgage loans largely reflects the lower interest rate environment which
prevailed throughout the year. This factor was partially offset when Compass decided to sell some of its current
production of 13 year fixed rate mortgage loans in the secondary market. Such sales began in the fourth quarter and
amounted to $43.9 million in 2001. Compass continues to expand its network of automobile dealers throughout
Eastern Massachusetts in order to grow its portfolio of indirect auto loans and expects to continue its geographic
expansion into Southern New Hampshire in 2002. During 2001, Compass originated $364.7 million of indirect loans
and increased its portfolio of such loans by $78.4 million, or 15.0%. The Company’s commercial loan portfolios,
including both commercial real estate loans and commercial and industrial loans increased 6.9% during 2001 and
represented 17.6% of loans at December 31, 2001 compared to 17.9% at December 31, 2000. The moderate growth
in commercial lending in 2001 reflects the impact of the current economic slowdown and the competition for
creditworthy customers. The Company’s growth in commercial lending was primarily with existing customers.

Deposits at December 31, 2001 were $2,192.4 million, an increase of $202.8 million, or 10.2%, compared to
$1,989.6 million at December 31, 2000, due to an increase in core deposits. Core deposit account balances increased
by $227.2 million, or 23.4%, during 2001 which was generally attributable to expansion of the branch network
(including deposits of $24 million assumed from another bank in December 2001), the shift in balances from
certificates of deposit caused by the lower interest rates offered in 2001 and the migration of funds from the stock
market in the wake of an economic slowdown and the acts of terrorism against the United States occurring in
September 2001.

Borrowed funds were $823.3 million at December 31, 2001 compared to $590.3 million at December 31, 2000,
an increase of $233.0 million, or 39.5%. During the year ended December 31, 2001, Compass increased its net
borrowings from the Federal Home Loan Bank in order to partially fund loan and liquidity growth. Management
believes that it will continue to rely on Federal Home Loan Bank borrowings in 2002 to partially fund anticipated loan
growth.
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The increase in stockholders’ equity of $17.5 million to $305.7 million at December 31, 2001 resulted from net
income of $31.0 million for the year then ended which was partially offset by cash dividends ($8.1 million) and stock
repurchases ($10.5 million). During 1999 and 2000, the Company announced three stock repurchase programs, the
most recent of which was approved in July 2000, aggregating 3,486,212 shares. As of December 31,2001, 3,027,000
shares had been repurchased. Management anticipates repurchasing the remaining 459,212 shares during 2002 and
initiating a new repurchase program.

Comparison of Financial Condition at December 31, 2000 and 1999

Total assets increased by $768.0 million, or 36.2%, from $2,122.8 million at December 31, 1999 to $2,890.8
million at December 31, 2000, of which $378.7 million was due to the acquisition of Home Port. The remaining
increase in assets of $389.3 million was due to a $339.4 million, or 19.4% increase in loans and, to a lesser extent,
increases in cash and due from banks ($28.1 million) and banking premises and equipment ($15.8 million). Asset
growth was funded primarily by a $199.3 million, or 63.3% increase in borrowings and a $242.9 million, or 16.0%,
increase in deposits.

Exclusive of Home Port, the increase in loans occurred primarily in Compass’s indirect auto and residential
mortgage loan portfolios. From December 31, 1999 to December 31, 2000, indirect auto loans (net of unearned
discounts) increased by $99.5 million, or 23.6%. This growth is primarily attributable to the generally favorable
economic conditions which prevailed during the period and the continued geographic expansion of Compass’s network
of participating dealers. Residential mortgage loans increased by $154.4 million, or 17.2%, during 2000. Because
of the higher interest rates which prevailed in 2000, Compass originated $219.9 million of residential mortgage loans
in 2000, a 32.1% decrease compared to 1999. The net growth in residential mortgage loans was also affected by the
strategy to retain fixed rate mortgage loan originations in the loan portfolio.

Exclusive of Home Port, deposits at December 31, 2000 were $1,758.5 million, an increase of $242.9 million, or
16.0%, compared to $1,515.6 million at December 31, 1999, due largely to an increase in certificates of deposit of
$193.9 million during the period. This increase was fueled by the introduction and promotion, in February 2000, of
a 7 month certificate at 6.30% and, to a lesser extent, the promotion of 9 and 18 month certificates of deposit during
the second quarter. Core deposit account balances increased by $49.0 million, or 6.3%, during the year ended
December 31, 2000. This growth was generally attributable to the promotion of a free checking account product,
partially offset by the shift in funds to higher yielding certificates of deposit. Management believes that the bank
consolidation and divestitures which occurred in the Compass market area during 2000 as a result of the Fleet/Bank
Boston merger have contributed to the growth in deposits and continue to offer Compass an opportunity to increase
its deposits. As discussed later herein, the market opportunity created by this merger also increased the level of interest
rates for time deposits as numerous banks in the local market attempted to attract new customers affected by the
merger.

Exclusive of Home Port, borrowed funds were $513.9 million at December 31, 2000 compared to $314.6 million
at December 31, 1999, anincrease of $199.3 million, or 63.3%. During the year ended December 31, 2000, Compass
increased its net borrowings from the Federal Home Loan Bank in order to partially fund loan growth as well as the
Home Port acquisition ($69 million).

The increase in stockholders’ equity of $14.2 million to $288.2 million at December 31, 2000 resulted from net
income of $23.9 million for the year then ended which was partially offset by cash dividends ($6.3 million) and stock
repurchases ($8.7 million). During 1999 and 2000, the Company announced three stock repurchase programs, the
most recent of which was approved in July 2000, aggregating 3,486,212 shares. As of December 31,2000, 2,359,775
shares had been repurchased.
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Results of Operations
Net Interest Income

The Company’s operating performance is highly dependent upon the level of net interest income.
economic conditions, corporate strategies, asset/liability management, interest rates and the policies of regulatory
authorities all have a significant impact on the level of net interest income achieved. During the period 1999 to 2001,
the Company’s net interest income increased from $74.4 to $102.9 million, an increase of $28.5 million, or 38.3%.
This achievement has been primarily attributable to the growth in the loan portfolio.

General

The following table presents average balances, interest income and expense and vields eamed or rates paid on the
major categories of assets and liabilities for the years indicated.

Assets:
Interest-earning assets:

Federal funds sold and other short-term
INVESIMENtS ... ..ot

Debt securities (1)
Equity securities (1} .............. ... .. ....

Mortgage loans (2) ............ ... . ... ..
Commercial loans(2) . ... ..................
Indirectautoloans ............ ... ... ... ..
Otherconsumerloans ......................
Total interest-earning assets .. .. ...........
Allowance for loanlosses .. .................
Non-interest eaming assets . . ................
Totalassets .. ....... ...
Liabilities and Equity:
Interest-bearing liabilities:
Deposits:
NOWaccounts .. .o............ooun..
Savings accounts ............ ... .. ...
Money market savings accounts . ..........
Certificatesof deposit ...................
Total interest-bearing deposits . . .........
Borrowed funds:
Short-term borrowings(3) ................
FHLB advances

Total borrowings . ....................

Total interest-bearing liabilities ..........
Non-interest bearing demand
depositaccounts . ......... ... ...
Other liabilities ... ........................
Total liabilities ... ......................
Stockholders’ equity / surplus

Total liabilities and
stockholders’ equity /surplus . ...........

Net interest-earning assets ..................
Net interest income/interest rate spread (4)

Net interest margin (5) .................. ...

Years ended December 31,

2001 2000 1999
Average Average Average
Average yield/ Average yield/ Average yield/
balance Interest cost balance Interest cost balance  Interest cost
(Dollars in thousands)
$ 95,308 $ 3250 341% $ 11,307 § 832 7.36% $ 8,206 $ 377 4.59%
284,064 17,278  6.08 233,901 15,265 6.53 265,204 16,086 6.07
51,567 2,829 549 30,332 1,993 6.57 21,875 1,271 5.81
1,794,617 136,270  7.59 1,327,017 101,513 7.65 1,121,684 84,235 7.51
120,253 9,467  7.87 77,887 7,514 9.65 66,178 5,846 8.83
571,295 42,752 7.48 479,084 35,442 7.40 373,088 27,017 7.24
57,042 4.823 846 47.093 3.880 8.24 36,833 3.120 847
2,974,146 216,669  71.29 2,206,621 166439 7.54 1,893,068 137.952 7.29
(27,663) (18,428) (16,153)
209,191 134.973 109,540
$3.155.674 $2,323,166 $1,986.455
§ 246,034 $ 1,378 056% $ 166,776 § 1,210 0.73% § 151,180 § 1,466 0.97%
254,134 4,181 1.65 217,433 4,370 2.01 215,088 4,978 231
389,511 10,566  2.71 292,037 8,499 291 295,393 8,638 292
1,009,557 55,892  5.54 846,746 _49.482 5.84 734.995 38,171 5.19
1.899,236 72,017  3.79 1,522,992 63,561 4.17 1,396,656 53,253 3.81
33,979 1,359 4.00 34,471 1,645 4.77 31,896 1,610 5.05
714,248 40.115  5.62 337,733 21,130 6.26 147.486 8.647 586
748,227 41,474 5.54 372,204 22,775 6.12 179,382 10,257 5.72
2,647,463 113491  4.29 1,895,196 86,336 4.56 1,576,038 63,510 4.03
184,979 131,108 117,416
25,027 16,527 19,542
2,857,469 2,042,831 1,712,996
298,205 280,335 273.459
$3.155.674 $2,323.166 $ 1,986,455
S 326,683 $ 311425 $ 317,030
$103,178  3.00% $80.,103 2.98% S 74442 3.26%
347% 3.63% 3.93%

(1) Average balances include unrealized gains on securities available for sale. Equity securities include marketable equity securities and restricted equity securities.

(2) Loans on non-accrual status are included in the average balances.

(3) Short-term borrowings include immaterial balances of other borrowings.

(4) Interest rate spread represents the difference between the fully-taxable yield on interest-earning assets and the cost of interest-bearing liabilities.

(5) Net interest margin represents net interest income (fully-taxable equivalent) divided by average interest-earning assets. The tax equivalent adjustment in 2001 was
$280,000. In prior years, the amount was immaterial.

30




Rate/Volume Analysis. The following table presents the extent to which changes in interest rates and changes in
volume of interest-earning assets and interest-bearing liabilities have affected the Company’s interest income and
interest expense during the periods indicated. Information is provided in each category with respect to: (i) changes
attributable to changes in volume (changes in volume multiplied by prior rate); (ii) changes attributable to changes in
rate (changes in rate multiplied by prior volume); and (iii) the net change (change in rate times change in volume).
The net change has been allocated proportionately to the changes due to volume and the changes due to rate.

Years ended December 31,

2001 vs. 2000 2000 vs. 1999
Increase (decrease) due to Increase (decrease) due to
Volume Rate Net VYolume Rate " Net

(In thousands)
Interest-earning assets:
Federal funds sold and other short-term

investments .................. .. ..., $§ 3,088 $ (670) $ 2418 § 176 $ 279 $§ 455
Debt securities . .. .. ............ .. ... 3,105 (1,092) 2,013 (1,986) 1,165 (821)
Equity securities . ..................... 1,209 (373) 836 539 183 722
Mortgage loans . ...................... 35,512 (755) 34,757 15,681 1,597 17,278
Commercialloans ..................... 3,525 (1,572) 1,953 1,097 571 1,668
Indirectautoloans ..................... 6,896 414 7,310 7,828 644 8,472
Other consumer loans . ................. 839 104 943 849 (136) 713

Total interest-earning assets . ......... $ 54,174 $(3,944) $ 50,230 $24,184 § 4,303 $28,487

Interest-bearing liabilities:

Deposits:
NOW accounts . ..................... $ 486 3§ (318) § 168 $ 140 $ (396) $ (256)
Savings accounts .................... 673 (862) (189) 54 (662) (608)
Money market savings accounts ........ 2,677 (610) 2,067 (98) (41) (139)
Certificates of deposit ................ 9,121 (2,711) 6,410 6,202 5,109 11,311
Total deposits . .................... 12,957  (4,501) 8,456 6,298 4,010 10,308
Borrowed funds:
Short-term borrowings . ............... (23) (263) (286) 125 (90) 35
FHLB advances ..................... 21,349  (2,364) 18,985 11,866 617 12,483
Total borrowings . ................. 21,326  (2,627) 18,699 11,991 527 12,518
Total interest-bearing liabilities ....... 34,283 (7,128) 27,155 18,289 4,537 22,826
Net interest income (fully-taxable
equivalent) $ 19,891 § 3,184 $23,075 $ 5,895 § (234) $ 5,661
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Comparison of Operating Results for the Years Ended December 31, 2001 and 2000

As previously noted, the acquisition of Home Port on December 31, 2000 had a significant impact on changes in
the components ofthe Company’s consolidated statements of income for the years ended December 31,2001 and 2000.
The following table segregates Nantucket Bank’s impact on such changes (in thousands):

Year Ended December 31, 2001 Year Ended
Nantucket December 31, Net

Consolidated Bank Net 2000 Changes

Interest income $ 216,389 $ 26,397 $ 189,992 $166,439 $ 23,553
Interest expense 113,491 15,129 98,362 86,336 12,026
Provision for loan losses 6,175 200 5,975 4,775 1,200
Noninterest income 16,343 2,269 14,074 9,987 4,087
Noninterest expense 65,376 9,636 55,740 49,071 6,669
Income before taxes 47,690 3,701 43,989 36,244 7,745
Provision for income taxes 16,723 1,922 14,801 12,315 2,486
Net income $ 30,967 $ 1,779 $ 29,188 $ 23,929 $ 5,259

The remaining discussion, unless otherwise indicated, addresses the net changes presented above, which exclude
the impact due to the acquisition of Nantucket Bank.

Interest Income. Interest income for the year ended December 31,2001 was $190.0 million compared to $166.4
million for the year ended December 31, 2000, an increase of $23.6 million, or 14.2%. The increase in interest income
resulted from growth in average interest-earning assets of $423.2 million, or 19.2%, partially offset by a decrease in
the overall yield on interest-earning assets of 30 basis points in the 2001 period. The principal areas of growth in
average balances were related to real estate loans (up $181.2 million, or 13.7%) and indirect auto loans (up $92.2
million, or 19.2%). Most of the real estate loan growth resulted from increased originations and retention in portfolio,
until September 2001, of residential mortgage loans. The increase in indirect auto loans resulted from the continued
geographic expansion of the network of participating dealers.

Interest Expense. Interest expense for the year ended December 31, 2001 was $98.4 million compared to $86.3
million for the year ended December 31, 2000, an increase of $12.0 million or 13.9%. This increase resulted from a
higher average balance of interest-bearing liabilities (up $384.1 million, or 20.3%), partially offset by a 24 basis points
decrease in the cost of funds from 4.56% in 2000 to 4.32% in 2001. Average interest-bearing deposit balances
increased $168.5 million, or 11.1%, during 2001 compared to 2000.

Interest expense on borrowed funds increased $9.7 million in the year ended December 31, 2001 due to a $215.7
million increase in the average balance of such funds, partially offset by a 59 basis points decrease in the average rate
paid on borrowed funds to 5.53% in the 2001 period.

The decrease of 24 basis points in the cost of funds in 2001 reflected the series of reductions in interest rates
initiated by the Federal Reserve Board in 2001 and the repricing of nearly 90% of certificates of deposit outstanding
at December 31, 2000 in 2001 (particularly in the second half of the year). The cost of funds is expected to decrease
again in 2002 as certificates of deposit with a weighted average rate of 4.02% and FHLB advances with a weighted
average rate of 5.16% are scheduled to mature during the year and be replaced at lower rates.

Provision for Loan Losses. The Company provides for loan losses in order to maintain the allowance for loan losses
at a level that management believes is adequate to absorb future charge-offs of loans deemed uncollectible. In
determining the appropriate level of the allowance for loan losses, management considers past and anticipated loss
experience, evaluations of underlying collateral, prevailing economic conditions, the nature and volume of the loan
portfolio and the levels of nonperforming and other classified loans. The amount of the allowance is based on estimates
and ultimate losses may vary from such estimates. Management assesses the allowance for loan losses on a quarterly
basis and provides for loan losses monthly in order to maintain the adequacy of the allowance.
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Compass provided $6.0 million for loan losses in the year ended December 31, 2001 compared to $4.8 million in
the year ended December 31, 2000. The increase of $1.2 million in 2001 was primarily attributable to both growth
in the loan portfolio and an increase in non-performing loans. The total allowance (including Nantucket Bank) of
$29.5 million at December 31, 2001 represented 1.15% oftotal loans compared to 1.06% at December 31, 2000. At
December 31, 2001, the allowance for loan losses as a percentage of non-performing loans was 220.1% compared to
410.7% at December 31, 2000. The Company experienced a gradual increase in non-performing loans during 2001
from $6.1 million at December 31, 2000 to $13.4 million at December 31, 2001, or .52% of total loans. The increase
in non-performing loans was primarily attributable to several commercial credits affected by the current economic
slowdown and does not appear to be reflective of a more pervasive adverse trend in the economy of southeastern
Massachusetts. Management has committed additional personnel resources to the credit administration and collection
functions in the past two years to monitor its growing loan portfolio. With the continuing uncertainty in the economy
in 2002, the Company may experience an increase in its non-performing loans but believes that the resources are in
place to appropriately address potential problem loans as they arise.

Noninterest Income. Total noninterest income was $14.1 million for the year ended December 31, 2001 compared
to $10.0 million in the same period of 2000. Included in noninterest income in 2001 is a $1.5 million gain on the
settlement of Compass’s pension plan. Exclusive of this non-recurring item, noninterest income increased $2.6
million, or 25.9%. This increase was principally caused by gains on loan sales ($1.0 million), checking accountrelated
income (§820,000) and ATM/Debit card usage ($670,000).

Noninterest Expense. Noninterest expense increased by $6.6 million from $49.1 million for the year ended
December 31, 2000 to $55.7 million for the year ended December 31, 2001. Exclusive of a non-recurring item related
to the acquisition of Sandwich Bancorp, Inc. recognized in 2000, noninterest expense increased $6.3 million, or 12.7%,
in 2001. This increase reflected increases in salaries and employee benefits ($2.5 million), occupancy and equipment
($1.1 million), data processing ($638,000), marketing ($242,000), professional services ($940,000) and other
noninterest expense ($928,000).

Salaries and employee benefits increased $2.5 million, or 9.5%, in 2001 due primarily to increases in staffing (§1.0
million) necessitated by franchise expansion (first full year for 2 branches and one new branch opened in 2001} and
the start-up of Compass’s private banking initiative, salary increases averaging 4.5% (8722,000), an increase in ESOP
expense due to the Company’s higher stock price in 2001 ($256,000), increases in employee-related insurance costs
($222,000) and an increase in 401(k) expense ($109,000).

Occupancy and equipment expenses increased $1.1 million , or 16.3%, in 2001. This increase was primarily due
to higher costs associated with the new corporate offices which opened during the third quarter of 2000 and new
branches in Dennis, Seekonk and Mattapoisett, as well as higher utility costs caused by increases in usage and rates
charged by service providers.

Data processing expenses increased $638,000, or 12.8%, in 2001 due primarily to volume-related services such
as item processing and ATM usage. These increases were partially offset by a rate decrease received from the
Company’s core processing service provider.

Marketing expenses increased $242,000, or 9.1% in 2001. This increase was attributable to production and media
costs for television commercials, partially offset by decreases in promotions, print advertising and direct marketing.

Professional services expenses increased $940,000, or 53.4%, in 2001. This increase reflects consulting and legal
fees associated with the start-up of Compass’s private banking initiative and other legal and consulting services
primarily related to analysis of business expansion opportunities.

Other noninterest expense increased by $928,000, or 14.5%, in 2001. This increase reflects primarily volume-
related items such as printing, postage and telephone costs as well as the increased use of security personnel in the
branches during the fourth quarter. ’

Income Taxes. The effective tax rate (including Nantucket Bank) in 2001 was 35.1% compared to 34.3% in 2000.
In 2001, the Company completed an analysis addressing the impact of a recent Tax Court decision on the deductibility
of certain merger-related costs incurred in connection with the acquisition of Sandwich Bancorp, Inc. in 1998. Based
on this analysis, the provision for income taxes was reduced by $479,000. Exclusive of this non-recurring item, the
effective tax rate in 2001 was 36.1%. This increase from 2000 reflected the impact of nondeductible goodwill
amortization resulting from the Home Port acquisition.
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Comparison of Operating Results for the Years Ended December 31, 2000 and 1999

Overview. Net income was $23.9 million, or $1.01 per diluted share, in 2000 compared to $24.5 million, or $.97
per diluted share in 1999. Included in net income for 1999 was a curtailment gain on the pending termination of
Compass’s defined benefit pension plan which, after taxes, amounted to $856,000, or $.03 per diluted share. Exclusive
of this non-recurring item, net income and earnings per share increased by 1.1% and 7.4%, respectively. Due
primarily to an increase in average interest-earning assets of $313.6 million, or 16.6%, net interest income increased
by $5.7 million, or 7.6%, from $74.4 million in 1999 to $80.1 million in 2000. Offsetting this increase in net interest
income was an increase of $2.8 million in the provision for loan losses and an increase of $4.6 million in noninterest
expense. The Company’s effective tax rate declined to 34.0% in 2000 from 35.3% in 1999.

Interest Income. Interest income was $166.4 million in 2000, compared to $138.0 million in 1999, an increase
of $28.4 million, or 20.6%. This increase in interest income resulted from the growth in average interest-earning
assets of $313.6 million and an increase in the yield on interest-earning assets of 25 basis points from 7.29% in 1999
to 7.54% in 2000. A significant portion of the increase in average interest-earning assets was attributable to the
indirect auto loan portfolio, which increased from $373.1 million in 1999 to $479.1 million in 2000, and the mortgage
loan portfolio, which increased from $1,121.7 million to.$1,327.0 million for those years, respectively. The increase
in the yield on interest-earning assets reflects the series of rate increases initiated by the Federal Reserve Board
beginning in June 1999 and continuing into 2000.

Interest Expense. Interest expense increased by $22.8 million, or 35.9%, from $63.5 million in 1999 to $86.3
million in 2000. The increase resulted from a $319.2 million increase in average interest-bearing liabilities and a 53
basis point increase in the average rate paid on such liabilities. Total average interest-bearing deposits increased by
$126.3 million, with most of the increase occurring in higher cost certificates of deposit. Because of the level of loan
growth, Compass increased its advances from the FHLB with the average amount of such borrowings outstanding
increasing by $190.2 million from $147.5 million in 1999 to $337.7 million in 2000.

The increase in the cost of funds on interest-bearing liabilities reflects the series of rate increases initiated by the
Federal Reserve Board beginning in June 1999 and continuing into 2000 as well as the greater utilization of higher
cost certificates of deposit and FHLB advances as a funding source. The incremental increase of 28 basis points in the
cost of funds over the yield on interest-earning assets reflects the faster repricing characteristics of Compass’s interest-
bearing liabilities as compared to its interest-earning assets and the competitive pricing for certificates of deposits in
2000.

Provision for Loan Losses. The provision for loan losses increased by $2.8 million from $2.0 million in 1999 to
$4.8 million in 2000. This increase was primarily attributable to the growth in the loan portfolio as internal indicators
of credit quality continue to be positive. The total allowance of $25.1 million at December 31, 2000 represented 1.06%
of total loans, an increase from .96% at December 31, 1999. At December 31, 2000, the allowance for loan losses as
a percentage of non-performing loans was 410.7% compared to 293.5% at December 31, 1999.

Noninterest Income. Total noninterest income was $10.0 million in 2000 and 1999. Included in noninterest
income in 1999 was a §1.5 million gain on termination of Compass’s pension plan. Exclusive of this non-recurring
item, noninterest income increased $1.5 million, or 17.2%, in 2000. This increase was principally caused by increases
in loan fees, ATM/Debit card usage and checking account related fees. Such increases more than offset a decrease of
$186,000 in gains on sales of investment securities and loans.

Noninterest Expense. Noninterest expense increased by $4.6 million, or 10.2%, from $44.5 million for the year
ended December 31, 1999 to $49.1 million for the year ended December 31, 2000. Of this increase, $4.1 million
related to salaries and employee benefits, which rose 18.4% to $26.5 million in 2000. This increase is due to annual
wage adjustments and increases in staffing necessitated by franchise expansion ($1.9 million), a full year of cost
associated with the restricted stock awards granted in July 1999 (§725,000), employment taxes ($272,000), employee-
related insurance costs ($413,000) and the cost of a new sales incentive program for retail branch personnel ($187,000).
In addition, the amount accrued for Compass’s management incentive plan increased $795,000 in 2000 partially due to
reduced expense in 1999 resulting from utilization of amounts accrued but not patd during the two month transition
period ended December 31, 1998. These increases were partially offset by a net savings of $183,000 due to changes
made in September 1999 to Compass’s employee retirement plans.

Occupancy and equipment expenses increased $752,000, or 12.9%, to $6.6 million for the year ended December

31, 2000. This increase was primarily due to an increase in depreciation and utility costs attributable to the completion
of Compass’s new corporate offices and the opening of new branches in New Bedford, Seekonk and Mattapoisett. In
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addition, non-recurring moving and storage costs of $205,000 were incurred in connection with the relocation to the
new corporate offices.

Data processing expenses increased $517,000, or 11.5%, to $5.0 million for the year ended December 31, 2000.
This increase was primarily due to expansion of the ATM network on Cape Cod and volume-related core processing
costs due to increases in loans and deposits.

Marketing expenses increased $371,000, or 15.1%, to $2.8 million for the year ended December 31, 2000. Such
increase was attributable to various initiatives promoting the grand opening of Compass’s new main banking office
and corporate headquarters as well as customer acquisition programs targeted at individuals and businesses affected
by the branch divestitures required by the Fleet/Bank Boston merger.

Other components of noninterest expense decreased $1.2 million, or 12.7%, for the yearended December 31, 2000,
This decrease was due primarily to the change between years in certain non-recurring items associated with the merger
with Sandwich Bank. ’

Income Taxes. Total income tax expense was $12.3 million in 2000 compared to $13.4 million in 1999. The
effective tax rate was lower in 2000 (34.0%) than in 1999 (35.3%) primarily because of greater utilization of non-bank
subsidiaries that were taxed at a lower rate for state tax purposes, an increase in tax-favored investment income and
the reversal of reserves no longer required.

Liquidity and Capital Rescurces

The Banks’ liquidity, represented by cash and cash equivalents and debt securities is a product of their operating,
investing, and financing activities. The primary sources of funds are deposits, borrowings, principal and interest
payments on outstanding loans and mortgage-backed securities, maturities of investment securities and funds provided
from operations. While scheduled payments from the amortization of loans and mortgage related securities and
maturing investment securities are relatively predictable sources of funds, deposit flows and loan prepayments are
greatly influenced by general interest rates and, in the case of deposits, other instruments available to the public such
as mutual funds and annuities.

As voluntary members of the FHLB, Compass and Nantucket Bank are entitled to borrow an amount up to the
value of their qualified collateral that has not been pledged to others. Qualified collateral generally consists of
residential first mortgage loans, U.S. Government and agency securities and funds on deposit at the FHLB. At
December 31, 2001, Compass and Nantucket Bank had $411.9 million and $59.2 million, respectively, in unused
borrowing capacity that is contingent upon the purchase of additional FHLB stock. Use ofthis borrowing capacity may
also be impacted by regulatory capital requirements.

Liquidity management is both a daily and long term function of business management. The measure of a bank’s
liquidity is its ability to meet its cash commitments at all times with available cash or by conversion of other assets to
cash at a reasonable price. At December 31, 2001, the Banks maintained cash and due from banks, short-term
investments and debt securities maturing within one year of $289.8 million, or 8.66% of total assets. The Banks invest
excess funds, if any, in federal funds sold, which provides liquidity to meet lending and other cash requirements.

AtDecember 31, 2001, the Banks had commitments to originate loans, unused outstanding lines of credit, standby
letters of credit and undisbursed proceeds of loans totaling $285.2 million. The Banks anticipate that they will have
sufficient funds available to meet their current loan commitments. Certificates of deposit maturing within one year
from December 31, 2001 amounted to $792.0 million. The Banks expect that substantially all maturing certificate
accounts will\be retained at maturity, although the percentage retained may be below historical levels due to increased
price.competition for these deposits.

The Company’s and the Banks’ capital ratios at December 31, 2001 were as follows:

Seacoast Financial Compass Nantucket Bank
Total Capital (to risk weighted assets) 13.34% 12.16% 16.18%
Tier 1 Capital ( to risk weighted assets) 12.04 10.90 14.92
Tier 1 Capital (to average assets) 8.04 7.34 9.87

These ratios placed the Company in excessof regulatory standards and the Banks in the “well capitalized” category
as set forth by the FDIC. :
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Impact of Inflation and Changing Prices

The consolidated financial statements and notes thereto presented herein have been prepared in accordance with
accounting principles generally accepted in the United States, which require the measurement of financial position and
operating results in terms of historical dollar amounts without considering changes in the relative purchasing power
of money over time due to inflation. The impact of inflation is reflected in the increased cost of the Company’s
operations. Unlike industrial companies, nearly all of the Company’s assets and liabilities are monetary in nature.
As a result, interest rates have a greater impact on its performance than do the effects of general levels of inflation.
Interest rates do not necessarily move in the same direction or to the same extent as the prices of goods and services.

Item 7a. Quantitative and Qualitative Disclosures about M arket Risk

The chief market risk factor affecting the financial condition and operating results of the Company is interest rate
risk. This risk is managed by periodic evaluation of the interest rate risk inherent in certain balance sheet accounts,
determination of the level of risk considered appropriate given capital and liquidity requirements, business strategy,
performance objectives and operating environment and maintenance of such risks within guidelines approved by the
Board of Directors. Through such management, the Company seek to reduce the vulnerability of net earnings to
changes in interest rates. The Banks’ Asset/Liability Committees, comprised of senior management, are responsible
for managing interest rate risk and reviewing with their Boards of Directors on a quarterly basis their activities and
strategies, the effect of those strategies on operating results, the Banks’ interest rate risk positions and the effect
changes in interest rates would have on netinterest income. The extent of movement of interest rates is an uncertainty
that could have a negative impact on earnings.

The principal strategies that the Company uses to manage interest rate risk include (i) emphasizing the origination
and retention of adjustable rate loans, origination of indirect auto loans (Compass only) which have relatively short
maturities and origination of loans with maturities at least partially matched with those of the deposits and borrowings
funding the loans, (i1) investing in debt securities with relatively short maturities and (iii) classifying a significant
portion of the investment portfolio as available for sale so as to provide sufficient flexibility in liguidity management.

The Company and the Banks quantify their interest rate risk exposure using a sophisticated simulation model.
Simulation analysis is used to measure the exposure of net interest income to changes in interest rates over a specified
time horizon. Simulation analysis involves projecting future interest income and expense under various rate scenarios.
Internal guidelines on interest rate risk specify that for every 100 basis points immediate shift in interest rates,
estimated net interest income over the next twelve months should decline by no more than 5%.

In utilizing a 300 basis point increase in rates in its simulation model, the full impact of annual rate caps of 200
basis points common to most adjustable rate mortgage loan products is considered. The rate shocks used assume an
instantaneous and parallel change in interest rates and that no strategies are implemented in response to the change
in rates. Prepayment speeds for loans are based on published median dealer forecasts for each interest rate scenario.

The following table reflects the estimated percentage exposure of the Company’s net interest income for the 12
months following the date indicated assuming an immediate shift in interest rates as set forth below:
December 31,

2001 2000
300 basis points increase in rates (8.50%) (10.68%)
200 basis points decrease in rates ( 1.39%)
150 basis points decrease in rates (Note 1} (0.50%)

For each one percentage point change in net interest income in the 2001 projections, the effect on net income
would be $793,000, assuming a 36% tax rate.

(1) Due to the low interest rate environment in effect at December 31, 2001 (the average Federal Fund overnight rates
were trading at 2.00%.) the simulation model could only be rate shocked down 150 basis points.
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Item 8. Financial Statements and Supplementary Data

Report of Independent Public Accountants . ....... .. .
Consolidated Balance Sheets as of December 31,2001 and 2000 ........ ... .. ... .. .. . . . . . . ...
Consolidated Statements of Income for the Years Ended December 31, 2001, 2000 and 1999 ... ......

Consolidated Statements of Changes in Stockholders’ Equity for the Years Ended December 31, 2001,
2000 and 1900 ..

Consolidated Statements of Cash Flows for the Years Ended December 31, 2001, 2000 and 1999 ... ...

Notes to Consolidated Financial Statements ... ... vttt e e e e

All schedules are omitted because they are not required or applicable, or the required information is shown
in the financial statements or notes thereto. ‘
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REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To the Board of Directors of
Seacoast Financial Services Corporation:

We have audited the accompanying consolidated balance sheets of Seacoast Financial Services
Corporation and subsidiaries (the Company) as of December 31, 2001 and 2000 and the related
consolidated statements of income, changes in stockholders’ equity and cash flows for each of the years in
the three year period ended December 31, 2001. These consolidated financial statements are the
responsibility of the Company’s management. Our responsibility is to express an opinion on these
consolidated financial statements based on our audits. .

We conducted our audits in accordance with auditing standards generally accepted in the United States.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable
basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Seacoast Financial Services Corporation and subsidiaries as of December
31,2001 and 2000, and the results of their operations and their cash flows for each of the years in the three
year period ended December 31, 2001 in conformity with accounting principles generally accepted in the
United States.

ARTHUR ANDERSEN LLP

Boston, Massachusetts
January 22,2002
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SEACQAST FINANCIAL SERVICES CORPORATION AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
(Dollars in thousands, except per share amoumnts)

December 31,

2001 2000
ASSETS:
Cash and due from banks .. ... ... .. . $ 87,834 $ 101,665
Federal funds sold . .. ... . . . 92,899 5,848
Short-term INVeSIMENt . . . . .ttt e e 10.000 —
Total cash and cash equivalents ............ ... .. ... ... ... . . ... 190,733 107,513
Investment securities (Note 3) —
Available-for-sale, at fair value . ........ . ... .. ... . . . . . . . 405,788 248,855
Held to maturity, at amortized cost (fair value $20,900 and $29,771) ...... 20,551 29,728
Restricted equity SeCUTities . .. ... .ottt i 40,837 28,974
Loans held-for-sale (Note 1) .. ... ... . .. i 19,675 13,666
Loans, net (NOtE 4) . ... e 2,545,469 2,338,251
Accrued interest receivable ... .. .. .. ... .. e 15,872 14,927
Banking premises and equipment, net (Note 5) ........ ... ... . ... 51,294 50,878
Other realestate owned . . .. ... . i e 427 ‘ 86
Net deferred tax asset (Note 9) ... ... .. 9,895 11,247
Goodwill (Notes L and 2) . ... .. e 33,903 37,467
Intangible assets (Notes Land 2) ...... ... . . . . . ... . i 2,370 1,333
Other @SSeES . . . ot e 10,653 7.840
Total @SSEtS . . . it e $ 3347467 $ 2,890,765
LIABILITIES AND STOCKHOLDERS’ EQUITY:
Deposits (NOTE 6) . ..ottt e $2,192,357 $ 1,989,630
Short-term borrowings (Note 7) .. .. .. ... . .. 34,584 31,427
Federal Home Loan Bank advances (Note 8) . ....... .. .. .. . .. .c. ... .. 786,917 556,958
Other borrowings (Note 10) . ... ... ... . ... e 1,840 1,881
Mortgagors’ €SCTOW PAYMIENLS .« oo oot v i v e ettt et e 4,761 4,428
Accrued expenses and other liabilities (Note 12) . ......... ... .. ... ..... 21,284 18.253
Total liabilities . . ... . ... . e 3,041,743 2,602,577
COMMITMENTS AND CONTINGENCIES (Notes 10 and 14)
Stockholders’ equity (Notes 11, 13, 17, and 18):
Preferred stock, par value $.01 per share; authorized 10,000,000 shares;
NOME ISSUEd . . . — —
Common stock, par value $.01 per share; authorized 100,000,000 shares;
26,758,136 sharesissued . .. ... . . ... e 268 268
Additional paid-in capital . ... .. ... . ... 153,216 152,795
Retained earnings .. ... .. ...ttt 189,743 166,865
Treasury stock, at cost, 2,439,000 shares in 2001 and 1,799,775 shares in
2000 . . (28,185) (17,990)
Accumulated other comprehensive income . ............. .. ... ... ... 3,531 791
Unearned compensation - ESOP and restricted stock ................... (12,575) (14,384)
Shares held in employee trust . ........ ... ... .. ... .. ... (274) (157
Total stockholders” equity .. ....... .. . i i 305,724 288,188
Total liabilities and stockholders’ equity . ............... ... ........ $3.347.467 $2.890,765

The accompanying notes are an integral part of these consolidated financial statements.
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SEACOAST FINANCIAL SERVICES CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME
(Dollars in thousands, except per share amounts)

Years Ended December 31,
2001 2000 1999
INTEREST AND DIVIDEND INCOME:
Intereston 1oans ............. i $ 193,157 $ 148,349 $ 120,218
Interest and dividends on investment securities ........... 19,982 17,258 17,357
Interest on federal funds sold and short-term investments . . . 3,250 832 377
Total interest and dividend income .. ............... 216,389 166.439 137.952
INTEREST EXPENSE:
Intereston deposits ... ...t 72,017 63,561 53,253
Intereston borrowed funds . .. ........ ... ... . ...... 41,474 22,775 10,257
Total interest eXPense . . ......vouernnrnerrnn.. 113,491 86.336 63.510
Net interest inCOMe . .. ... oitein .. 102,898 80,103 74,442
PROVISION FORLOANLOSSES (Note4) .............. 6,175 4,775 2,000
Net interest income after provision
forloanlosses ............ ... ... ... ... ...... 96,723 75.328 72,442
NONINTEREST INCOME:
Deposit and other banking fees .................... ... 8,046 6,413 5,514
Loan servicing fees,net ........... ... ... .. ... ... 959 689 587
Merchant card fee income, net .................. ... ... 534 506 385
Otherloanfees . ...... ... .. 1,453 849 428
Gain on sales of investment securities, net (Note 3) . ..... .. 99 4 164
Gainonsalesofloans,net ........ ... ... ............. 1,352 30 56
Gain on pension plan termination and settlement (Note 12) . 1,504 — 1,472
Otherincome (Note 5) . ........ . ..o iiiiieiinnon. 1,496 1,496 1.388
Total noninterest income .. ...................... 16,343 9.987 9.994
NONINTEREST EXPENSE:
Salaries and employee benefits Wote 12) ............... 33,079 26,469 22,362
Occupancy and equipment expenses (Notes 5 and 10) .. .. .. 8,715 6,576 5,824
Data processing eXpenses . . ... ..o.ureeenenennnna. .. 6,468 5,003 4,486
Marketing exXpenses ............ .. 3,112 2,658 2,310
Professional servicesexpenses . ....................... 2,970 1,759 1,727
Amortization of goodwill and intangibles (Note2) ........ 2,959 590 669
Other operating €Xpenses .. ..........ouuirenaennar... 8,073 6,419 6,936
Merger-related expense recovery (Note 2) . .............. — (403) —
Write-down of banking premises and equipment (Note 5) . . . — — 202
Total noninterest €Xpense . ...............covuon.. 65,376 49.071 44516
Income before provision for income taxes ........... 47,690 36,244 37,920
PROVISION FOR INCOME TAXES (Note9) ............. 16,723 12,315 13,394
NEtINCOmME ..ot e oy $ 30,967 $§ 23929 $ 24,526
EARNINGS PER SHARE (Note 1):
Basic . $ 132 $ 1.0] $§ 097
Diluted . ...... .. . $ 1.31 $ 1.01 § 097
Weighted average common shares outstanding ......... 24,753,758 25,291,834 26,710,211
1 Weighted average unallocated ESOP shares
and unvested restricted stock . ................... (1,374,071) (1,525.414) (1.374.301)
Weighted average common shares outstanding - basic . . . . 23,379,687 23,766,420 25,335,910
Dilutive effect of common stock equivalents ........... . 333.770 22.417 19.669
Weighted average common and common stock
equivalent shares outstanding - diluted .......... 23.713.457 23.788.837 25,355,579

The accompanying notes are an integral part of these consolidated financial statements.
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SEACOAST FINANCIAL SERVICES CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
(In Thousands)

Years Ended December 31,

2001 2000 1999

CASH FLOWS FROM OPERATING ACTIVITIES:
NetINCOME . .. .o e $ 30,967 $ 23,929 § 24,526
Adjustments to reconcile net income to net cash

provided by operating activities—

Depreciation .. ... .. ... e 4,082 2,867 2,464
Amortization and accretion, net .. .......... .. .. ... ..., 453 25 697
Goodwill and intangibles amortization, net . ... ........... 2,621 575 649
Stoék-based COMPENSAtION . ...ttt et i ieeinaeen 2,077 1,934 1,222
Provision for loanlosses ... ..... ... ... ... ........ ... 6,175 4,775 2,000
Gain on sale of investment securities, net . ............... (99) 4) (164)
Provision (credit) for other real estate losses ............. (47) (71) (63)
Gain on pension plan termination and settlement .......... (1,504) — (1,472)
Net (increase) decrease in deferred tax asset . . ............ (804) (638) 1,209
Originations of loans held-for-sale . ................. ... (50,680) (749) (7,655)
Proceeds from sales of loans originated forsale ........... 69,824 1,535 6,955
Gainonsalesof loans,net . . ......... ... .. ... ........ (1,352) (30) (56)
(Gain) loss on disposal of premises and equipment,
net of impairment reserve . ........... ... (366) (285) (96)
Net increase in accrued interest receivable ........... ..., (945) (3,559) (903)
Net (increase) decrease in otherassets . ................. (2,717) (674) 1,246
Net increase (decrease) in accrued expenses and other
liabilities . ... ... 4,526 1,043 (231
Net cash provided by operating activities ............ 62.211 30.673 30,328
CASH FLOWS FROM INVESTING ACTIVITIES:
Purchase of securities classified as available-for-sale . ........ (265,957) (57,277) (68,183)
Purchase of securities classified as held-to-maturity ... ....... (5,416) (4,032) (5,078)
Purchase of restricted equity securities .. .................. (11,959) (9,550) (5,874)
Proceeds from sales, calls, paydowns and maturities of
securities classified as available-for-sale .. .......... .. ... 112,977 71,751 109,101
Proceeds from paydowns, maturities and calls of securities
classified as held-to-maturity ......................... 14,585 1,000 5,360
Acquisition of Home Port Bancorp, Inc., net of cash acquired . . — (54,527) —
Cash from branch acquisition ............ ... .. ... ..... 22,752 — —
Purchase of premises and equipment . .................... (4,920) (18,621) (10,331)
Proceeds from sale of restricted equity securities ... ......... 96 — —

( Purchase of 10ANS .. ... ... ... — (19,501)  (13,343)
Netincreaseinloans ... . ......... ... ..iuinenn. .. (236,696) (321,575)  (330,761)
Recoveries of loans previously charged off . ............... 519 554 552
Proceeds from sales of other real estate owned .. ........... 471 621 216
Net (increase) decrease in short-term investments ........... — 231 30,888
Proceeds from sales of premises and equipment . .. .... ... ... 750 208 529

Net cash used in investing activities .................. (372.798) (410.718) (286.924)

The accompanying notes are an integral part of these consolidated financial statements.
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SEACOAST FINANCIAL SERVICES CORPORATION AND SUBSIDIARIES
CONSCLIDATED STATEMENTS OF CASH FLOWS (Continued)

(In Thousands)

Years Ended December 31,

2001 2000 1999
CASH FLOWS FROM FINANCING ACTIVITIES:
Net increase in NOW, money market deposit and
demand deposit acCOUNES . . . ... .. o e $183,896 $ 46,554 $ 17,946
Net increase in passbook and other savings accounts . ............... 39,597 2,481 8,831
Net increase (decrease) in certificates of deposit ................... (45,007) 193,877 (8,370)
Advances from Federal Home Loan Bank .. ...................... 380,446 525,150 230,000
Repayments of Federal Home Loan Bank advances . .. .............. (150,443) (316,482) (42,051)
Repurchase of common stock .. ......... ... .. .. .. (10,492) (8,680) (15,939)
Cash dividends ............ S PP (8,089) (6,320) (2,533)
Exercise of stock options ....... ... ... ... . . ... 320 — —
Tax benefits of stock option and award transactions, net . ............ 130 — —
Payment of merger-related costs .. .......... .. ... . L — — (674)
Net increase (decrease) in short-term and other borrowings .. ......... 3,116 (9,414) 27,900
Net increase in mortgagors’ esCTOwW payments . .................... 333 41 418
Net cash provided by financing activities ................... 393.807 427.207 215,528
Net Increase (Decrease) in Cash and Cash Equivalents . ............... 83,220 47,162 (41,068)
Cash and Cash Equivalents, beginning of Year ...................... 107.513 60,351 101.419
Cash and Cash Equivalents,endofyear . ........................... $ 190,733 $107.513 § 60,351
Supplemental Disclosure of Cash Flow Information:
Interest paid on deposits and borrowed funds ............... ... $ 112,375 $ 85,833 $ 62,731
Income taxespaid .. ... ... ... 20,991 13,204 13,892
Supplemental Disclosure of Noncash Transactions:
Transfer from loans to loans held-for-sale . .................... 23,801 — —
Transfers from loans to other real estate owned .. ............... 833 684 755
Financed otherrealestate ownedsales . ............ ... ... ...... 68 600 1,441
The Company purchased all of the capital stock of Home Port Bancorp,
Inc. for $68,150 (Note 2). In conjunction with this acquisition, the
fair value of assets acquired and liabilities assumed were as follows:
Fair value of assetsacquired . ................ ... ... ... ...... . $380,081
Cash paid for capital stock and transaction costs . ................ (68,913)
Liabilities assumed . . ... . ... ... $311.168

The accompanying notes are an integral part of these consolidated financial statements.
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SEACOAST FINANCIAL SERVICES CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2001

(1) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Basis of Presentation

The accompanying consolidated financial statements include the accounts of Seacoast Financial Services
Corporation and its wholly-owned subsidiaries, Compass Bank for. Savings (“Compass”), Nantucket Bank and
Lighthouse Securities Corporation (collectively referred to herein as “the Company”). Compass and Nantucket Bank
are collectively referred to herein as “the Banks”. All significant intercompany balances and transactions have been
eliminated in consolidation.

The Company and its subsidiaries are subject to regulation of, and periodic examination by, the Federal
Deposit Insurance Corporation (FDIC) and the Federal Reserve Board, among other agencies. All deposits of the
Banks are insured by the FDIC or the Depositors Insurance Fund, an excess deposit insurer for Massachusetts-
chartered savings banks.

The accompanying consolidated financial statements have been prepared in conformity with accounting
principles generally accepted in the United States and general practice within the banking industry. In preparing
the financial statements, management is required to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities as of the date of the balance sheets
and income and expenses during the reporting periods. Actual results could differ from those estimates. Material
estimates that are particularly susceptible to change relate to the determination of the allowance for loan losses.
The following is a description of the more significant accounting policies.

Cash and Cash Equivalents

For purposes of reporting cash flows, cash and cash equivalents include cash, amounts due from banks, federal
funds sold and other short-term investments having an original maturity of 90 days or less. Generally, federal funds
are sold for one-day periods.

Investment Securities

Debt securities that management has the positive intent and ability to hold to maturity are classified as held-
to-maturity and reported at cost, adjusted for amortization of premiums and accretion of discounts, both computed
by a method that approximates the effective yield method. Debt and equity securities that are bought and held
principally for the purpose of selling them in the near term are classified as trading and reported at fair value, with
unrealized gains and losses included in earnings. Debt and equity securities not classified as either held-to-maturity
or trading are classified as available-for-sale and reported at fair value, with unrealized gains and losses excluded
from earnings and reported as a separate component of stockholders’ equity and comprehensive income.

Restricted equity securities are reported at cost and consist principally of the Banks’ investments in the stock
of the Federal Home Loan Bank of Boston.

Unrealized losses deemed to be other than temporary declines in value are charged to operations. When
securities are sold, the adjusted cost of the specific securities sold is used to compute gains or losses.

Loans, Deferred Costs and Fees

Loans are stated at the principal amounts outstanding, adjusted by partial charge-offs, unecamed discount and
net deferred loan costs and fees.

Unearned discountis recognized on the level-yield method for discounted indirect auto loans. All other interest

on loans Is recognized on a simple interest basis. Since January I, 1999 all indirect auto loans have been originated
on a simple interest basis. Accordingly, the balance of unearned discount has declined significantly.
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SEACQAST FINANCIAL SERVICES CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2001

(1) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)
Loans, Deferred Costs and Fees

Deferred loan origination fees and certain deferred loan origination costs are amortized over the contractual
life of the related loan using the level-yield method. At December 31, 2001 and 2000, the Company had net
deferred loan costs of $13,566,000 and $12,137,000, respectively, including $15,311,000 and $12,225,000,
respectively, paid to auto dealers originating indirect auto loans. Amounts paid to auto dealers are generally
rebatable in the event of loan prepayment or default.

It is the practice of the Company to discontinue the accrual of interest on loans, except consumer loans, which
are in excess of 90 days past due or sooner if, in the judgment of management, the ultimate collectibility of
principal or interest becomes doubtful. When a loan is placed on nonaccrual status, previously accrued and
uncollected interest is reversed against interest on loans. Interest income is subsequently recognized only to the
extent cash payments are received. When there is doubt regarding the ultimate collectibility of principal, all cash
receipts thereafter are applied to reduce the recorded investment in the loan.

Loans are classified as impaired when it is probable that the Company will not be able to collect principal,
interest and fees according to the contractual terms of the loan agreement. Management considers the payment
history, net worth and earnings potential of a borrower, and the value and cash flow of the collateral as factors to
determine whether a loan will be paid in accordance with its contractual terms. The amount judged to be impaired
is the difference between the present value of the expected future cash flows discounted at the loan’s original
contractual effective interest rate and the net carrying amount of the loan. If foreclosure on a collateralized loan
is probable, impairment is measured based on the fair value of the collateral compared to the net carrying amount.
If appropriate, a valuation reserve is established to recognize the difference between the recorded investment and
the present value. Impaired loans are charged off when management believes that the collectibility of the loan is-
remote. The Banks consider nonaccrual loans, except for smaller balance, homogeneous residential mortgage loans,
and troubled debt restructurings to be impaired.

Allowance for Loan Losses

The allowance for loan losses is maintained at a level determined to be adequate by management to absorb
future charge-offs of loans deemed uncollectable. This allowance is increased by provisions charged to operating
expense and by recoveries on loans previously charged off, and reduced by charge-offs on loans.

Arriving at an appropriate level of allowance for loan losses necessarily involves a high degree of judgment.
The allowance for loan losses is evaluated on a regular basis by management and is based upon management’s
systematic periodic review of the collectability of the loans. Primary considerations in this evaluation are prior loan
loss experience, the character and size of the loan portfolio, business and economic conditions and management’s
estimation of future losses. The Company evaluates specific loan status reports on certain commercial and
commercial real estate loans rated “substandard” or worse in excess of a specified dollar amount. Estimate
d reserves for each of these credits is determined by reviewing current collateral value, financial information, cash
flow, payment history and trends and other relevant facts surrounding the particular credit. The remaining
commercial and commercial real estate loans are provided for as part of pools of similar loans based on a
combination of historical loss experience and qualitative adjustments. Smaller balance, homogeneous loans,
including residential real estate loans and consumer loans, are evaluated as a group by applying estimated charge-
off and recovery percentages, based on historical experience and certain qualitative factors, to the current
outstanding balance in each loan category. Based on these analyses , the resulting allowance is deemed adequate
to absorb all probable credit losses in the portfolio.
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SEAC’OAST FINANCIAL SERVICES CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2001

(1) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)
AHowance for Loan Losses

Although management uses available information to establish the appropriate level of the allowance for loan
losses, future additions to the allowance may be necessary based on estimates that are susceptible to change as a
result of changes in economic conditions and other factors. In addition, various regulatory agencies, as an integral
part of their examination process, periodically review the Company’s allowance for loan losses. Such agencies may
require the Company to recognize adjustments to the allowance based on their judgments about information
available to them at the time of their examination. Changes in estimates are provided currently in earnings.

Loan Sales and Servicing Rights

Loans held for sale are valued at the lower of the recorded loan balance or market value. The Company
periodically enters into forward commitments to sell loans for the purpose of reducing market risk associated with
the origination of loans for sale. Market value is estimated based on outstanding investor commitments or, in the
absence of such commitments, current investor yield requirements.

The Company recognizes, as a separate asset, the right to service mortgage loans for others. The amount
capitalized is based on an allocation of the cost of the loan based on the total relative fair value of the loan and the
servicing right. The amortization of servicing rights is recognized in proportion to estimated net servicing revenue
and is recorded as a charge against loan servicing fee income. The value of servicing rights is periodically assessed
for impairment based on the fair value of those rights. In measuring for impairment, servicing assets are stratified
by interest rate, which is the predominant risk characteristic affecting the prepayment of loans.

Included in other assets in the accompanying consolidated balance sheets are mortgage servicing rights of
$1,329,000 and $1,170,000 at December 31, 2001 and 2000, respectively. The Company recognized $523,900 and
$0 of mortgage servicing rights during December 31, 2001 and 2000, respectively. Amortization expense was
$361,000, $180,000 and $390,000 for the years ended December 31, 2001, 2000 and 1999, respectively.

Banking Premises and Equipment

Land is stated at cost. Buildings, leasehold improvements and equipment are stated at cost, less accumulated
depreciation and amortization, computed on the straight-line method over the estimated useful lives of the assets
or the terms of the leases, if shorter. Maintenance and repairs are expensed when incurred; major expenditures for
betterments are capitalized and depreciated.

Interest incurred during construction of the Company’s new corporate headquarters was capitalized based on
Compass’s overall cost of funds. During the years ended December 31, 2000 and 1999, interest of $268,000 and
$107,000, respectively, was capitalized.

Other Real Estate Owned

Other real estate owned (OREO) is composed of properties acquired through foreclosure or receipt of a deed
in lieu of foreclosure. Foreclosed assets are presumed to be held-for-sale and are recorded at the lower of the
carrying value of the related loan or the fair value of property, less estimated costs to sell. The excess, if any, of
the loan balance over the fair value of the property at the time of transfer to OREOQ is charged to the allowance for
loan losses. Subsequent write-downs of the carrying value of the foreclosed assets are charged to expense. Costs
relating to the development and improvement of foreclosed assets are capitalized while other costs are charged to
expense. Such amounts have been insignificant during the periods covered by this report.
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(1) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)
Income Taxes

The Company utilizes the asset and liability method of accounting for income taxes. Under this method,
deferred tax assets and liabilities are recognized for the future tax consequences attributable to differences between
the financial statement carrying amounts of existing assets and liabilities and their respective tax bases.

Deferred tax assets and liabilities are measured using enacted tax rates expected to apply to taxable income in
the years in which those temporary differences are expected to be recovered or settled. The effect on deferred tax
assets and liabilities of a change in tax rates is recognized in income in the period that includes the enactment date.
Deferred tax assets are recognized subject to management’s judgement that realization is more likely than not.

Goodwill and Intangible Assets

Through December 31,2001, goodwill was amortized on a straight-line basis over fifteen years. Amortization
amounted to $2.4 million in 2001. As discussed below under the caption “Recent Accounting Pronouncements”,
amortization of goodwill is generally no longer permitted effective January 1, 2002.

The core deposit intangible asset is being amortized over periods ranging from six to ten years using
accelerated and straight-line methods. Amortization expense was $494,000, $542,000 and $619,000 for the years
ended December 31, 2001, 2000 and 1999, respectively. The core deposit intangible asset amounted to $2,370,000
and $1,333,000 at December 31, 2001 and 2000, respectively.

Goodwill and intangible assets are periodically evaluated for impairment at least annually.
Stock-Based Compensation

Stock options issued to officers and directors are accounted forin accordance with Accounting Principles Board
Opinion No. 25, “Accounting for Stock Issued to Employees” (APB No. 25) under which there is generally no
charge to earnings for stock option grants.

Earnings Per Share (EPS)

Basic EPS is computed by dividing netincome by the weighted average number of commeon shares outstanding
for the period. Unallocated ESOP shares and unvested restricted stock awards are not considered outstanding in
computing basic eamings per share. Diluted EPS reflects the potential dilution that could occur if contracts to issue
common stock were exercised and has been computed after giving consideration to the dilutive effect of stock
options, stock awards and shares held in an employee trust.

Comprehensive Income

The Company reports comprehensive income in accordance with Financial Accounting Standards (SFAS) No.
130, “Reporting Comprehensive Income.” This statement establishes standards for reporting and displaying
comprehensive income, which is defined as all changes to equity except investments by and distributions to
stockholders. Net income is a component of comprehensive income with all other components referred to in the
aggregate as “other comprehensive income.” As of December 31, 2001 and 2000, the Company’s other
comprehensive income consisted of unrealized gains (losses) on securities classified as available-for-sale, net of
taxes of $2,740,000 and $3,221,000. Inciuded in net income are gains on the sale of investment securities, net of
taxes, of $64,000, $3,000 and $106,000 for the years ended December 31, 2001, 2000 and 1999, respectively, that
had previously been classified with other comprehensive income.

47




SEACOAST FINANCIAL SERVICES CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2001

(1) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)
Reclassifications

Certain reclassifications have been made to the prior year financial statements to conform to the 2001
presentation. Such reclassifications have no effect on previously reported net income.

Recent Accounting Pronouncements

Effective January 1, 2001, the Company adopted SFAS No. 133, “Accounting for Derivative Instruments and
Hedging Activities,” as amended by SFAS Nos. 137 and 138 (collectively SFAS No. 133). This standard
establishes accounting and reporting standards for derivative instruments and for hedging activities. SFAS No. 133
requires all derivatives, including certain derivative instruments embedded in other contracts, to be recognized as
assets or liabilities on the balance sheet and measured at fair value. The adoption of SFAS No. 133 did not have
a material impact on the Company’s financial position or results of operations.

In June 2001, the Financial Accounting Standards Board (FASB) issued SFAS No. 141, “Business
Combinations” which is effective for transactions initiated after June 30, 2001. Under SFAS No. 141, all business
combinations must be accounted for using the purchase method of accounting; use of the pooling-of-interests
method is no longer permitted. In addition, this Statement requires that certain intangible assets acquired in a
business combination be recognized apart from goodwill.

Under the transition provisions of SFAS No. 141, no change in the amount of the purchase price assigned to
the assets acquired and liabilities assumed in a business combination completed before July 1, 2001 and accounted
for by the purchase method shall occur except for certain identified intangible assets which were separately
recognized at the time of the transaction. Management does not believe that any reclassification of intangible assets
recognized in connection with the Company’s acquisition of Home Port Bancorp, Inc. (Home Port) in December
2000 is required as a result of the application of SFAS No. 141.

In June 2001, the FASB also issued SFAS No. 142, “Goodwill and Other Intangible Assets” which is effective
for fiscal years beginning after December 15, 2001. Under prior accounting standards, goodwill resulting from a
business combination is amortized against iricome over its estimated useful life. Under SFAS No. 142, goodwill
is generally no longer amortized as an expense after 2001 but instead is reviewed and tested for impairment using
a fair value methodology prescribed in this Statement. Goodwill will be tested for impairment at least annually or
more fequently as a result of an event or change in circumstances (e.g. recurring operating losses by the acquired
entity) that would indicate an impairment adjustment may be necessary. Based on its assessment of the current
economic environment, management does not anticipate an impairment adjustment to the goodwill reflected in the
accompanying consolidated balance sheet upon adoption of SFAS No. 142. The effect of adopting SFAS No. 141
and No. 142 will be the Company will cease amortizing the goodwill balance of $33.9 million which will have the
effect of reducing goodwill amortization of $2.4 million in 2002.

(2) ACQUISITIONS

On December 31, 2000, the Company completed its acquisition of Home Port for $68.2 million in cash,
exclusive of one-time transaction costs. Home Port was the holding company for Nantucket Bank, a three branch
savings bank located on Nantucket Island, Massachusetts with total assets of approximately $34 1 million at the date
of acquisition. The assets acquired included loans, investments, bank premises, equipment and other assets. This
transaction has been accounted for under the purchase method of accounting. Based on an allocation of the
purchase price, goodwill from this acquisition totaled $36.3 million.

48




SEACQOAST FINANCIAL SERVICES CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2001

(2) ACQUISITIONS (Continued)

The results of operations of Home Port are not reflected in the accompanying consolidated statements of
operations prior to 2001. The Company’s pro forma summarized results of operations for the years ended
December 31, 2000 and 1999, assuming Home Port had been acquired as of January 1, 1999, are as follows (in
thousands):

2000 1999
Interestincome ............. $192,107 $ 160,360
Interest expense . ........... 101.485 76,827
Net interestincome ....... 90,622 83,533
Provision for loan losses ..... 4,814 2,200
Noninterestincome . ......... 11,682 11,574
Noninterest expense . ........ 61,358 53,694
Income before taxes .. ... .. 36,132 39,213
Provision for income taxes . ... 13.657 14 885
Netincome ............. $ 22475 $ 24328
Earnings per share ........ 3 0.94 $ 0.96

Included in noninterest expense in the pro forma results of operations for 2000 are certain acquisition-related
costs incurred by Home Port totaling $1,864,000 which, after the estimated tax effect, reduced the pro forma net
income and EPS by $1,655,000, or $.07 per share.

On December 15, 2001, Compass completed its assumption of the deposit liabilities of Charter Bank’s Hyannis,
Massachusetts branch office for cash and an insignificant balance of deposit-related loans. Compass paid a deposit
premium of 5% of the stated balance of the assumed deposits of $24.0 million. Charter Bank closed this branch
office and customer accounts were transferred to an existing Compass branch office in Hyannis. The resulting core
deposit intangible of approximately $1.2 million is being amortized over 10 years on an accelerated basis.

In connection with the Company’s acquisition of Sandwich Bancorp, Inc. in 1998, estimated merger-related

costs of $6.8 million were expensed. During 2000, the Company recognized, as a reduction of noninterest expense,
approximately $400,000 due to an overestimate of such costs.
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(3) INVESTMENT SECURITIES

The amortized costand fair value of securities available-for-sale at December 31, 2001 and 2000 are as follows:

U.S. Government and agency obligations

Corporate bonds
State and municipal obligations

Mortgage-backed investments

Total debt securities . ...............

Marketable equity securities and mutual funds
Total securities available-for-sale

U.S. Government and agency obligations
Corporate bonds
State and municipal obligations
Mortgage-backed investments
Total debt securities
Marketable equity securities and mutual funds
Total securities available-for-sale

December 31, 2001

Gross Gross
Amortized  Unrealized  Unrealized Fair
Cost Gains Losses Value
(In thousands)
$ 245,479 $ 3,174 $ 432 § 248,221
88,712 1,798 1,373 §9,137
1,583 10 9 1,584
48,905 847 142 49.610
384,679 5,829 1,956 388,552
15,160 2,852 776 17.236
§ 399,839 $ 8,681 $ 2,732 $ 405,788
December 31, 2000
Gross Gross
Amortized  Unrealized  Unrealized Fair
Cost Gains Losses Value
(In thousands)
$ 123,125 $ 973 $ 746 $ 123,352
45,118 631 1,012 44,737
950 — — 950
67,362 435 367 67.430
236,555 2,039 2,125 236,469
10,841 2,171 626 12,386
$ 247.396 $ 4210 $ 2.751 $ 248.855

The amortized cost and fair value of securities held-to-maturity at December 31, 2001 and 2000 are as follows:

U.S. Government and agency obligations
Corporatebonds . .......................

State and municipal obligations
Mortgage-backed investments

Total securities held-to-maturity

December 31,2001

Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
(In thousands)

$ 14,975 $ 305 $ 74 $ 15,206
403 — 3 400
3,854 101 — 3,955
1,319 21 1 1,339
$ 20,551 $427 $ 78 $ 20.900
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(3) INVESTMENT SECURITIES (Centinued)

December 31,2000

Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value

(In thousands)

U.S. Government and agency obligations . ... $ 22,569 $ 53 $§ 10 § 22,612
Corporatebonds . .......... ... ... ... .. 800 ’ — — 800
State and municipal obligations ............ 4,036 — — 4,036
Mortgage-backed investments . ............ 2,323 - e 2,323

Total securities held-to-maturity ......... $ 29,728 $ 53 $§ 10 $§ 29,771

The maturity distribution of debt securities at December 31, 2001 is as follows:

Available-for-Sale Held-to-M aturity
Amortized Fair Amortized Fair
Cost Value Cost Value

(In thousands)

Onevyearorless ................... $ 90,013 $ 91,076 $ 7,946 $ 8,154
Over 1 yearto Syears .............. 158,539 159,592 10,381 10,462
Over Syearsto 10 years ............. 92,246 93,556 1,391 1,446
Over10years .............coiu... 43,881 44,328 833 838

§ 384679 ' $388552 § 20.551 $ 20,900

Mortgage-backed investments and collateralized mortgage obligations are shown at their contractual maturity
dates, but actual maturities may differ as borrowers have the right to prepay obligations without incurring
prepayment penalties.

Proceeds from sales of investment securities and related gains and losses for the years ended December 31,

2001, 2000, and 1999 (all classified as available-for-sale) were as follows:

2001 2000 1999
(In thousands)

Proceeds fromsales ............ $ 41,647 $ 16,062 § 24,191
Grossgains ................... 251 12 165
Grosslosses .................. 152 8 1

At December 31, 2001, investment securities carried at $54,900,000 were pledged to secure public deposits
under the Treasury, Tax and Loan program, deposits held by various municipalities and retail repurchase
agreements. In addition, investment securities carried at $250,200,000 were pledged under a blanket lien to
partially secure the advances from the Federal Home Loan Bank (Note 8). Pledged investment securities are
maintained under the Company’s control.

51




SEACOAST FINANCIAL SERVICES CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2001

(4) LOANS AND ALLOWANCE FOR LOAN LOSSES

The Company’s lending activities are conducted principally in Southeastern Massachusetts, including the
islands of Nantucket and Martha’s Vineyard and, to a lesser extent, Eastern Massachusetts and Rhode Island. A
summary of the loan portfolio follows:

December 31,
2001 2000
(In thousands)

Real estate loans:

Residential (one-to-four family) ...................... $ 1,211,606 $1,212,595
Commercial . ... 337,277 322,724
ConStruCtion .. ..o vttt 108,556 109,360
Home equity linesofcredit . ..................... .... 45.709 39,932
Total real estate loans . .............. ... ....... 1,803,148 1,684,611
Commercial loans .. ... ... .. ... . 115,562 - 100,789
Consumer loans:
Indirectauto loans .. ............ .o i 601,884 528,653
Less: Unearned discount . ................. ... .. .... 1,651 6,781
Indirect auto loans, net . ............ ..., 600,233 521,872
Other ... . . 56.039 56,060
Total consumer loans,net ....................... 656,272 577,932
Total 10A0S ... ... iiiin 2,574,982 2,363,332
Less—Allowance forloanlosses ......................... 29,513 25.081
Total loans, net . ......... ... $ 2.545469 $2.338.251

Loans serviced for others on a non-recourse basis at December 31, 2001 and 2000 amounted to $363,123,000
and $382,680,000, respectively.

At December 31,2001 and 2000, troubled debt restructurings, all of which are included in nonaccrual loans,
totaled $755,500 and $936,400, respectively. There are no commitments to extend additional credit on these loans.
Nonaccrual loans amounted to $13,408,000 and $6,107,000, at December 31, 2001 and 2000, respectively.

The following table presents information about impaired loans:

December 31,
2001 2000
(In thousands)

At year-end— .
Impaired loans . .........c i i $ 8,149 $ 2,182
Impaired loans with valuation allowance .......... 6,040 1,600
Total valuation allowances (included in
allowance for loanlosses) ......... ... ... ..... 1,649 304

During the year—

Average balance of impaired loans ............... 5,759 2,248
Interest income recognized on impaired loans ... ... 2590 131

For the year ended December 31, 1999, the average balance of impaired loans was $2,346,000 and the interest
income recognized on impaired loans was $163,000.
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(4) LOANS AND ALLOWANCE FOR LOAN LOSSES (Continued)

In the ordinary course of business, the Company grants loans to its executive officers, directors and related
parties on substantially the same terms as loans made to unrelated borrowers. Related party loan activity for the
years ended December 31, 2001 and 2000 is as follows:

2001 2000
(In thousands)

Balance, beginning of year ... .. Ce e $4,125 $ o614
Newloans ............. ... ... .... 3,272 890
Payments ........... ... ... .. .. ... - (1,508) (477)
Acquisition of Nantucket Bank . ... ... — 3.098

Balance,end of year ................... $5,889 $ 4,125

A summary of changes in the allowance for loan losses follows:

Years Ended
December 31,

2001 2000 1999
(In thousands)

Balance, beginning of year . .. .......... $ 25,081 $ 16,828 $15,914
Provision for loan losses .............. 6,175 4,775 2,000
Acquired reserves (Note 2) ............ — 4,557 —

Charge-offs .. ....................... (2,263) (1,633) (1,638)
Recoveries ......................... 520 554 552
Balance,end of year . ................. $ 29513 $ 25,081 $16.828

Allocated reserves for loan losses are determined using both a formula-based approach applied to groups of
loans and an analysis of certain individual loans for impairment.

The formula-based approach evaluates groups of loans to determine the allocation appropriate within each
portfolio segment. Individual loans within the real estate (residential, commercial, construction, and home equity),
commercial and consumer (indirect auto and other consumer) loan portfolio segments are assigned internal risk
ratings to group them with other loans possessing similar credit risk characteristics. The level of reserve
apportionable to each group of risk-rated loans is then determined by management applying a loss factor that
estimates the amount of probable loss in each category. The assigned loss factor for each risk rating is a formula
based assessment of historical loss data, portfolio characteristics, economic trends, overall market conditions, past
experience, and management’s subjective analysis of considerations of probable loan loss based on these factors.
Allocations for loan categories are then determined by applying loss factors that represent management’s estimate
of inherent losses in those categories to the appropriate loan balances outstanding.

The other method used to allocate the reserve for loan losses entails the assignment of reserve amounts to
individual loans on the a basis of loan impairment. Certain loans are evaluated individually and are judged to be
impaired when management believes it is probable that the Company will not collect all of the contractual interest
and principal payments as scheduled in the loan agreement. Under this method loans are selected for evaluation
based on a change in internal risk rating, occurrence of delinquency, loan classification or non-accrual status. An
identifiable reserve amount is allocated to an individual loan when such loan has been deemed impaired and when
the amount of a probable loss is estimable on the basis of fair value of collateral, present value of anticipated future
cash flows or the loans observable fair market price. Loans with an identifiable reserve and the amount of such
reserve totaled $6,177,002 and $2,465,765 at December 31, 2001, respectively.
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(4) LOANS AND ALLOWANCE FOR LOAN LOSSES (Continued)

A portion of the reserve for loan loss is not allocated to any specific segment of the loan portfolio. This
unallocated reserve is maintained for two primary reasons; there exists an inherent subjectivity and imprecision to
the analytical processes employed and the prevailing business environment, as it is affected by changing economic
conditions and various external factors, which may impact the portfolio in ways currently unforeseen. Moreover,
management has identified certain risk factors, which could impact the degree of loss sustained within the portfolio.
These include: market risk factors, such as the effects of economic variability on the entire portfolio, and unique
portfolio risk factors that are inherent characteristics of the Company’s loan portfolio. Market risk factors may
consist of changes to general economic and business conditions that may impact the Company’s loan portfolio
customer base in terms of ability to repay and that may result in changes in value of underlying collateral. Unique
portfolio risk factors may include industry concentration or covariant industry concentrations, geographic
concentrations, or trends that may exacerbate losses resulting from economic events which the Company may not
be able to fully diversify out of its portfolio. Management, therefore, has established and maintains an unallocated
reserve for loan losses. The amount of this unallocated reserve was $2.4 million at December 31,2001, compared
to $2.2 million at December 31, 2000.

As of December 31, 2001, the reserve for loan losses totaled $29.5 million as compared to $25.1 million at
December 31, 2000. Based on the processes described above, management believes that the level of the reserve for
loan losses at December 31, 2001 is adequate.

(5) BANKING PREMISES AND EQUIPMENT

A summary of banking premises and equipment follows: .
December 31, Estimated
2001 2000 Useful Lives

(In thousands)

Land and improvements .................... $ 9,734 $ 8,908
Buildings and improvements ................ 33,940 33,712 30 to 50 years
Property under capital lease ................. 1,738 1,738 20 years
Leasehold improvements ................... 2,568 2,786 8 to 10 years
Furniture and equipment . . .................. 16,690 13,821 3 to 20 years
Construction-in-progress ................... 231 1,606

64,901 62,571

Less—accumulated depreciation and
amortization . ....... ... 13.607 11.693
$ 51.294 $ 50.878

Depreciation for the years ended December 31,2001, 2000 and 1999,amounted to $4,082,000, $2,867,000
and $2,464,000, respectively, and is included in occupancy and equipment expenses in the accompanying
consolidated statements of income.

During 2001, and 2000, the Company recognized net gains of $372,000 and $329,000, respectively, upon
the disposition of banking premises and equipment caused by the relocation to its new corporate and banking
offices which are included in other noninterest income in the accompanying consolidated statements of
income.
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(6) DEPCSITS
A summary of deposit balances follows:

December 31,
2001 2000
(In thousands)

Demand depositaccounts .. ........................ $ 180,916 $ 159,740
NOW and money market deposit accounts ... .......... 744,155 577,778
Passbook and other savings accounts . ................ 275,163 235.470
Total noncertificate accounts ................. 1.200.234 972.988

Certificates of deposit—
Certificates of $100,000 andover ................ 268,326 265,583
Certificates less than $100,000 .. ... .............. 723,797 751.059
Total certificates of deposit . .......... ... .. .. 992,123 1.016.642

$ 2,192,357 $1,989.630
A summary of the maturity distribution of certificates of deposit with weighted average interest rates follows:

December 31,

2001 2000

Amount Rate Amount Rate

(Dollars in thousands)

Within Lyear ...............ccooovo... $ 791,960 4,02% $ 896,082 6.22%

Over 1 t03 Years .............cooouivio... 153,915 4.90 111,144 6.46

OVer3t0 5 Vears . .........c..ooiiueiii.. 46,248 5.10 9416 6.45
$ 992,123 4.21% $1,016.642 6.25%

(7) SHORT-TERM BORROWINGS
A summary of short-term borrowings follows:

December 31,
2001 2000
(In thousands)

Securities sold under agreements to repurchase . . .. $ 33,854 29,082
Treasury tax and loan note account .. ........... 730 2.345
$ 34,584 § 31427

The weighted average interest rates on short-term borrowings during the years ended December 31,2001, 2000
and 1999, were 3.69%, 4.68% and 4.79% , respectively. The average daily balance outstanding was $32,122 and
$32,562 for 2001and 2000, respectively. The maximum balance outstanding at any month end was $37,464 and
$57,637 for 2001 and 2000, respectively.

The Company’s available lines of credit with the Federal Home Loan Bank (FHLB) amounted to $42,500,000

at December 31, 2001. The interest on borrowings under the lines of credit adjusts daily based on a formula. At
December 31, 2001 and 2000, the Company had no advances outstanding under these lines.
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(8) FEDERAL HOME LOAN BANK ADVANCES

FHLB advances are collateralized by a blanket-type pledge agreement on the Banks’ FHLB stock, certain
qualified investment securities, deposits at the FHLB and first mortgages on residential property. As members of
the FHLB, the Banks are required to invest in stock of the FHLB at an amount equal to the greater of 1% of their
outstanding first mortgage residential loans, 3% of total assets or 5% of their outstanding advances from the FHLB.
When such stock is redeemed, the Banks will receive from the FHLB an amount equal to the par value of the stock.

A summary of the maturity distribution of FHLB advances (based on final maturity dates) with weighted
average interest rates follows:

December 31,
2001 2000
Amount Rate Amount Rate
(Dollars in thouéands)

Within 1 year ............ $ 160,587 5.16% $119,967 6.51%
OverltoSyears ......... 268,939 5.11 171,725 6.03
Over 5to 10 years ........ 346,130 5.45 252,633 5.80
Over 10years ............ 11,261 6.97 12.633 6.91

$ 786,917 5.30% $556.958 6.05%

At December 31, 2001, outstanding advances of $402,000,000 are callable at the option of FHLB, of which
$282,000,000 are callable at December 31, 2001, $15,000,000 are initially callable in 2002, $70,000,000 are
initially callable in 2003 and $35,000,000 become initially callable thereafter. The Company is generally subject
to a substantial penalty upon prepayment of FHLB advances.
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The components of the provision for income taxes and the reconciliation between the statutory federal income
tax rate and the effective income tax rate for the years indicated, are as follows:

Years Ended December 31,
2001 2000 1999
(Dollars in thousands)

Current—
Federal ........................ $ 17,267 $ 12,499 $ 11,735
State .. ... 260 454 450
Total current . ...,........... 17,527 12.953 12,185
Deferred (prepaid)—
Federal ........................ (627) 112 924
State ... 177 (750) 285
Total deferred (prepaid) ....... (804) (638) 1,209
$ 16,723 § 12315 § 13.394
Statutory tax rate .................... 35.0% 35.0% 35.0%
State taxes, net of federal benefit .. ... ... (0.1) 0.3 1.3
Amortization of goodwill .............. 1.8 — —
Taxcredits . ......... ... ovvina... (0.4) (0.4) (0.5)
Merger eXpenses . ... ... (0.8) (0.8) —
Other,net . ............ ... (0.4) 0.1) 0.5)
Effective taxrate .............. 35.1% 34.0% 353%
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The Company’s net deferred tax asset consisted of the following tax effects of temporary differences:

December 31,
2001 2000
{In thousands)

Gross deferred tax assets:

Allowance for loanlosses .. .......... ... ... ....... $11,937 $ 9,390
Deferred compensation and benefits . ................ 3,603 4,023
Core depositintangible . .......... ... ... ... .. .... 996 983
Acquired NOL carryforward . . ........ ... .. ........ — 208
Reserve for asset impairment ... ................... 38 271
Deferred income ... ..... .. ... .. ... 434 448
Deferred gain on sale/leaseback .................... 199 212
Restricted stock . . ... ... ... . . 584 261
Other .. e 9 94
17.800 15.890

Gross deferred tax liabilities:
Unrealized gain on available-for-sale securities ... ... .. (2,407) (676)
REIT dividend . ...... ... ... . .. . i .. (1,853) (1,449)
Gainonsaleofloans............. ... ... ... ...... (470) (488)
Depreciation ............ e (1,040) (356)
Loanfees . ... . (812) (614)
Purchase accounting adjustments . .............. .... (1,269) (616)
Other . ... (54) (444
(7.90%5) (4.643)
Net deferred tax asset ........................ $ 9,895 $11,247

In August 1996, Congress passed legislation which suspended the Banks’ bad debt reserve for income tax
purposes as of their base year (October 31, 1988). Any bad debt reserve in excess of the base year amount is
subject to recapture over a six-year period. The suspended (i.e., base year) amount is subject to recapture only
upon the occurrence of certain events, such as excess distributions to stockholders or failure to qualify as a bank
for income tax purposes. Since the Banks do not intend to use their suspended bad debt reserves for purposes
other than to absorb the losses for which they were established, deferred taxes in the amount of $7,300,000 have
not been recorded with respect to such reserves.
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(10) COMMITMENTS AND CONTINGENCIES

Pursuant to the terms of noncancellable leases, future minimum annual rentals for both operating and capital
leases at December 31, 2001 are as follows:

Years Ending . Operating Capital
December 31, Leases Lease
(In thousands)

2002 .. .. $ 863 $ 182
2003 .. .. 757 182
2004 .. .. 598 182
2005 ... 500 182
2006 .. .. 438 182
Thereafter 3,916 2,042
2,952

Less: interest (1,374)

$1.578

Certain leases contain renewal options the potential impact of which is not included above. Rent expense for
the years ended December 31,2001, 2000 and 1999 amounted to $884,000, $883,000 and $882,000, respectively,
and is included in occupancy and equipment expenses in the accompanying consolidated statements of income.

Aggregate cash reserves (in the form of deposits with the Federal Reserve Bank and vault cash) of $30.4
million were maintained to satisfy regulatory requirements at December 31,2001,

In the ordinary course of business, the Company is a defendant in litigation matters. Although there can be
no assurance, management believes that, based on its review of current litigation and discussion with legal counsel,
the ultimate resolution of these legal proceedings would not be ‘likely to have a material adverse impact on the
Company’s financial position, results of operations or liquidity.

(11) REGULATORY CAPITAL REQUIREMENTS

The Company and the Banks are subject to various regulatory capital requirements administered by the federal
banking agencies. Under capital adequacy guidelines and the regulatory framework for prompt corrective action,
the Banks must meet specific capital guidelines that involve quantitative measures of assets, liabilities and certain
off-balance-sheet items as calculated under regulatory accounting practices.

Quantitative measures established by regulation to ensure capital adequacy require the Company and the Banks
to maintain minimum amounts and ratios (set forth in the following table) of total and Tier 1 capital (as defined
in the regulations) to risk-weighted assets (as defined), and of Tier 1 capital (as defined) to average assets (as
defined). At December 31, 2001 and 2000, the Company and the Banks met all applicable regulatory capital
requirements. ’
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(11) REGULATORY CAPITAL REQUIREMENTS (Continued)

Asof December 31,2001, the most recent notification from the Federal Reserve Bank of Boston classified the
Company’s capital as satisfactory and the most recent notifications from the FDIC categorized the Banks as well
capitalized under the regulatory framework for prompt corrective action. To be categorized as well capitalized, an
insured depository institution must maintain minimum total capital (to risk weighted assets), Tier 1 capital (to risk
weighted assets) and Tier | leverage capital (to average assets) as set forth in the accompanying table and not be
subject to a directive, order, or written agreement to meet and maintain specific capital levels. There are no
conditions or events since such notifications that management believes would have changed these classifications.
The Company’s and the Banks’ actual capital amounts and ratios are as follows:

To Be Well
Capitalized
For Capital Under Prompt
Adequacy Corrective
Actual Purposes Action Provisions
Amount Ratio Amount Ratio Amount Ratio
(Dollars in thousands)
As of December 31, 2001:
Company (consolidated) —
Total capital ................ $ 294,743 13.34% $176,756 28.0% N/A N/A
Tier 1 capital ................ 266,011 12.04 88,378 24.0 N/A N/A
Tier 1 leverage capital . ... .. ... 266,011 8.04 132,344 >40 N/A N/A
Compass —
Total capital ................ $ 240,109 12.16% $ 157,955 >80% >8 197444 >10.0%
Tier 1 capital . ............... 215,175 10.90 78,978 >4.0 > 118466 > 6.0
Tier | leverage capital ... ...... 215,175 7.34 117,252 >4.0 > 146,565 > 50
Nantucket Bank —
Total capital ................ $ 37,542 16.18 % >$ 18,565 >8.0% >% 23206 >10.0%
Tier 1 capital ............ .... 34,613 14.92 > 9,283 >4.0 2 13,924 > 6.0
Tier 1 leverage capital . ... ... .. 34,613 9.87 > 14,025 >4.0 > 17,531 > 5.0
As of December 31, 2000:
Company (consolidated) —
Total capital ................ $ 273,158 14.04 % >8 155,647 28.0% N/A N/A
Tier 1 capital ................ 248,595 12.78 > 77824 >4.0 N/A N/A
Tier 1 leverage capital . .. ...... 248,595 10.15 > 97968 240 N/A N/A
Compass—
Total capital ................ $ 220,992 12.68% >$ 139,333 >80% >8 174167 >100%
Tier 1 capital ................ 199,911 11.48 > 69,667 24.0 > 104,500 > 6.0
Tier | leverage capital .. ... .. .. 199,911 8.05 > 99335 >4.0 z 124169 > 50
Nantucket Bank— )
Total capital ................ $ 32,833 16.37% >$ 16,049 >8.0% >8 20,061 >10.0%
Tier 1 capital ................ 30,300 15.10 > 8,005 >4.0 > 12,037 > 6.0
Tier 1 leverage capital ... ...... 30,300 8.82 > 13,748 >4.0 2 17,184 > 5.0
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(12) RETIREMENT AND OTHER BENEFIT PLANS
Pension Plans

Through October 31, 1999, Compass provided basic and supplemental pension benefits for eligible employees
through the Savings Bank’s Employees Retirement Association Pension Plan (the Compass SBERA Plan). Benefits
were based on an employee’s years of service and annual compensation, as defined. Compass’s funding policy was
to contribute annually the maximum deductible amount for federal income tax purposes.

In September 1999, the Board of Directors voted to freeze benefits under the Compass SBERA Plan effective
October 31, 1999 and to terminate this Plan on or about December 31, 1999. In connection therewith, the Compass
SBERA Plan was also amended to improve the benefit formula for current employees and permit payment of lump
sums. A curtailment gain of $1,472,000 was recognized in 1999 representing the difference between the estimated
benefit obligation and the accumulated benefit obligation at the effective date of termination.

In October 2001, all obligations of the Compass SBER A Plan were settled with excess assets of $300,000 returned
to Compass. A gain of $1,504,000 was recognized in connection with this settlement principally related to previously
unrecognized deferred gains.

Nantucket Bank provides pension benefits for its employees through the SBERA Plan. This Plan provides for
benefits to be paid to eligible employees at retirement based primarily upon their years of service with Nantucket Bank
and compensation level near retirement. Contributions to this Plan equal the maximum deductible amount for tax
purposes.

The following tables summarize the components of net periodic pension cost and the funded status of each of the
SBERA Plans for the plan years ended October 31 (in thousands):

Compass Nantucket Bank
2001 2000 2001 2000

Benefit obligation at beginning of year ................ $ 11,374 $11,216 $1,749

Service cost .. ... ... L — — 153

Interestcost . ..... ... 766 701 135

Actuarial (gain) loss ........... ... ... . ... 102 (538) 109

Benefitspaid . ...... ... ... — (131) (218)

Settlements ... ... (12,242) (231) —

Plan amendments ........ ... ... . . ... — 357 —
Benefit obligation atend of year . ............... ..... § — $11.374 $1.929 $ 1,749
Accumulated benefit obligation (substantially vested) ... .. § — $11.374 $1,034 3 1172
Change in plan assets:

Fair value of plan assets at beginning of year . ......... $ 11,874 $11,609 §$1,932

Actual return on planassets ., .......... ... .. ...... 668 670 (204)

Contributions .......... .. ... .. — — 104

Benefitspaid . ....... ... ... .. . ... ... — (131) (218)

Settlements ... ... . .. e (12,242) (274) —

Reversionto employer ...... ... ... . .. . (300) — —

Fair value of plan assets at end of year . ............ N— $11.874 $ 1,614 § 1,932

Funding status:

Transition asset . ... ... ...\ $§ — § (310) S (600) $ (601)

Deferred gain (Ioss) . ... ... i — (1,518) 492 —

Accrued eXpense . ... ... — 1,328 423 418

Net amount recognized ......................... § — 3 500 $ (315 $ 183

61




SEACOAST FINANCIAL SERVICES CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2001
(12) RETIREMENT AND OTHER BENEFIT PLANS (Continued)

Pension Plans (continued)

Nantucket
Compass Bank
2001 2000 1999 2001
Components of net periodic benefit cost:
Servicecost . ............... SN $§ — $ — $ 698 $ 153
Interest cost . . ... .. 766 701 765 135
Expected return on plan assets .............. (711) (907) (782) (15%)
Amortization of transition asset ............. 27 27) 27) ()
Net amortization and deferral ... ......... ... (20) 253 (36) (22)
Net periodic benefitcost ................. £ .8 § 20 $ 618 3 110
Weighted average assumptions:
Discountrate . ............ .. ... . .. . ..... 6.75% 6.75% 6.75% 7.75%
Expected return onplanassets (1) ........... 6.00 8.00 8.00 8.00
Rate of compensation increase .............. N/A N/A N/A 5.50

(1) With plan assets frozen at the time of termination, the expected rate of return for 2001 was reduced to properly
reflect the yield associated with current money market fund rates.

Postretirement Benefits Other than Pensions

Compass sponsors a postretirement life insurance plan (the Life Insurance Plan) that primarily covers pre-1996
retirees and a postretirement medical insurance plan that covers certain retirees of the former Sandwich Bank. The
Life Insurance Plan generally provides lifetime coverage to retired employees equal to their final annual rate of pay,
but not more than $50,000, and to active full time employees equal to three times the employee’s annual salary, but
not more than $350,000. Annual expense for these plans has averaged $60,000 during the past three years. At
December 31,2001 and 2000, the accrued liability was $567,000 and $568,000, respectively, while the accumulated
benefit obligation was $841,000 and $799,000, respectively, measured using a 7.00% discount rate.

Supplemental Retirement Benefits

Compass has entered into agreements with four officers to provide supplemental retirement benefits based on 25%
of the average of the three highest years of compensation (salary and bonus) paid to the officer in the ten years
immediately preceding the officer’s retirement. A reduced benefit is payable if the officer retires prior to age 65, but
after age 55. The present value of these future payments is being accrued over the estimated remaining terms of
employment. The accrued supplemental retirement liability was $1,839,000 and $1,697,000 at December 31, 2001
and 2000, respectively. The agreements are being funded through a life insurance program with policy benefits
accruing to Compass. The cash surrender value of the policies is $1,918,000 and $1,726,000 at December 31, 2001
and 2000, respectively, and is included in other assets in the accompanying consolidated balance sheets.

Compass has agreed to calculate each year the additional amount that would need to be accrued in order to result
in the executive annually receiving 70% of the average of the three highest years of the compensation paid to the officer
in the ten years of employment immediately preceding the officer’s retirement from a combination of Compass’s former
defined benefit plan, the 25% supplemental retirement benefit, Compass’s contribution to the executive’s 401(k) plan,
the ESOP, social security and any supplemental funding. This amount, if any, is added to the executive’s account
under the deferred compensation plan.

Net expense for these supplemental retirement benefits for the years ended December 31, 2001, 2000 and 1999,

amounted to $309,000, $276,000 and $206,000, respectively, and is included in salaries and employee benefits in the
accompanying consolidated statements of income.
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(12) RETIREMENT AND OTHER BENEFIT PLANS (Continued)
Incentive Compensation Plan

Each of the Banks maintains a bonus plan providing for awards based on a combination of corporate and individual
performance objectives being met, subject to the approval of the Board of Directors. Amounts charged to operations
under the bonus plans amounted to $1,753,000, $1,840,000 and $1,045,000 for the years ended December
31,2001, 2000 and 1999, respectively.

491(k) Plan

The Banks offer a 401(k) retirement savings plan for employees. Participating employees may generally contribute
up to 15% of their W-2 compensation. The Banks match 50% of a participant’s deferral contribution on the first 6%
of the deferral amount subject to the maximum allowable under federal regulations. Since November 1999, the
Compass plan has included a 3% automatic contribution for all eligible participants. Total 401(k) expense was
$969,000, $809,000 and $437,000 for the years ended December 31, 2001, 2000 and 1999, respectively.

ESOP

In connection with its conversion from mutual-to-stock form and initial public offering, the Company established
the Compass Bank for Savings Employee Stock Ownership Plan (“ESOP”) which acquired 1,120,000 of the Company’s
shares at a price of $10 per share. The purchase of the shares by the ESOP was funded by a loan 0f$11,200,000 from
the Company. The loan is being repaid in 80 equal quarterly installments with interest at a fixed rate of 7.75% and
is secured by the unallocated shares of the ESOP. The ESOP covers substantially all of Compass’s employees who have
attained the age of 21 and who have completed at least 1,000 hours of service.

ESOP expense is based on the market value of the Company’s common stock at the time shares are allocated to
employees, which differs from the $10 cost of those shares. Such changes in market value impact the Company’s
results of operations but have no impact on total stockholders’ equity. ESOP expense for the years ended December
31,2001, 2000 and 1999 amounted to $828,000, $572,000 and $585,000, respectively.

Other

The former Sandwich Bank, acquired in December 1998, maintained certain employee and director benefit
programs, including a directors deferred compensation plan and supplemental executive retirement plans, which have
been discontinued. Included in accrued expenses and other liabilities are $3,287,000, and $3,283,000, at December
31, 2001 and 2000, respectively, for such plans.

(13) STOCK INCENTIVE PLAN

In 1999, the Company adopted the 1999 Stock Incentive Plan (the Stock Incentive Plan) for officers, employees
and directors. The maximum number of shares of common stock issuable under the Stock Incentive Plan is 1,960,000
(subject to adjustment upon the occurrence of a stock dividend, stock split or similar change in capitalization affecting
the Company’s common stock). Of this number, up to 560,000 shares are issuable in connection with “conditioned
stock awards”. A conditioned stock award is an award entitling the recipient to acquire, at no cost or for a purchase
price to be determined by the Compensation Committee, shares of common stock subject to restrictions and conditions
determined at the date of grant. Conditions may be based on continuing employment and/or achievement of
performance goals. The remaining 1,400,000 shares may be either incentive stock options (as defined in the Internal
Revenue Code) or options that do not so qualify (non-qualified options).

Incentive stock options shall have an exercise price that is not less than the fair market value of the Company’s
stock at the date of grant and shall not be exercisable more than ten years after the date of grant. All incentive stock
options and non-qualified options shall vest and become exercisable based on the determination of the Compensation
Committee. Stock options issued to date become exercisable at a rate of 20% per year.
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(13) STOCK INCENTIVE PLAN (Continued)

In July 1999, a conditioned stock award of 560,000 shares was approved for a group of officers and directors.
Under the terms of the award, there is no cost to the recipient for the shares, which vest annually over a five year period
conditioned on continued employment with the Company. Shares that do not vest are forfeited and are returned to the
Company. Upon the event of death, a recipient’s shares become fully vested. While the shares issued under this
conditioned stock award are outstanding, recipients have both voting and dividend rights in such shares.

The total compensation cost 0f$6,370,000 for the conditioned stock award was determined at the award date since
both the number of shares and price to be paid (zero) were known. The cost, adjusted for any forfeitures and
accelerated vesting, is being amortized ratably over five years when all risks of forfeiture have passed. Forfeitures will
be recognized as a reduction of compensation cost in the period in which they occur. No forfeitures relating to the
conditioned stock awards have occurred since the award date. For the years ended December 31,2001, 2000 and 1999,
the Company expensed $1,249,000, $1,362,000 and $637,000, respectively, in connection with its conditioned stock
award grants.

Stock option activity is as follows:

Number of Weighted Average

Shares Exercise Price

Balance, December 31, 1998 — $§ —
Granted - 1,258,000 11.375
Balance, December 31, 1999 1,258,000 11.375
Granted 20,000 11.375
Balance, December 31, 2000 1,278,000 11.375
Granted 90,000 15.240
Exercised (28,000) 11.375
Forfeited (7.000) 11.375

" Balance, December 31, 2001 ) 1,333.000 11.636

The range of per share prices for outstanding and exercisable stock options at December 31,2001 are as follows:

Options Outstanding Options Exercisable

Weighted Average ‘ Weighted

Exercise Number Remaining Number Average
Price QOutstanding Contractual Life Outstanding Exercise Price

$11.375 1,243,000 7.5 490,800 $11.375

14.570 65,000 9.4 — —

16.950 20,000 10.0 — —

17.050 . 5,000 9.6 — —

1,333,000 490,800 11.375

As disclosed in Note 1, the Company accounts for its stock-based compensation plan in accordance with APB No.
25 and, under such accounting rules, no compensation cost has been recognized in connection with the granting of
stock options. Alternatively, FASB standards (SFAS No. 123) would permit a method under which a compensation
cost for all stock awards would be calculated and recognized over the service period (generally equal to the vesting
period). This compensation cost would be determined in a manner prescribed by the FASB using option pricing models
intended to estimate the fair value of stock options at the grant date. Such alternative accounting would not have
resulted in additional compensation cost recorded for the conditioned stock awarded in 1999.
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(13) STOCK INCENTIVE PLAN (Centinued)

Had the Company applied SFAS No. 123 in accounting for its stock option grants, net income and EPS (basic and
diluted) would have been reduced to the pro forma amounts indicated below (in thousands, except for per share

amounts):
Years Ended December 31,
12001 2000 1999

Net Income

Asreported ............ ... S 30,967 $ 23,929 $ 24,526

Proforma ................ 30,506 23,393 24,294
Basic EPS

Asreported ............... 1.32 1.01 0.97

Proforma ................ 1.30 0.98 0.96
Diluted EPS

Asreported ............... 1.31 1.01 0.97

Proforma ................ 1.29 0.98 0.96

The fair value of stock options is estimated on the grant date using the Black-Scholes option pricing model with
the following valuation assumptions:

2001 2000 1999
Expected volatility ...................... 35% 39% 21%
Risk-free interestrate .. .................. 5.0% 6.3% 5.8%
Expected annual forfeitures ............... 5% 5% 5%
Expected dividend yield .................. 2.5% 2.5% 2.5%
Expected life of options .................. 7 years 7 years 7 years

The weighted average fair value of stock options granted in 2001, 2000 and 1999, based on the above assumptions,
was $5.29, $3.34 and $3.00 per share, respectively.

(14) FINANCIAL INSTRUMENTS WITH OFF-BALANCE SHEET RISK

The Company is party to financial instruments with off-balance sheetrisk in the normal course of business to meet
the financing needs of its customers. These financial instruments include commitments to originate loans and standby
letters of credit. The instruments involve, to varying degrees, elements of credit and interest rate risk in excess of the
amounts recognized in the accompanying consolidated balance sheets. The contract amounts of those instruments
reflect the extent of involvement the Company has in particular classes of financial instruments.

The Company’s exposure to credit loss in the event of nonperformance by the other party to the financial
instrument for loan commitments and standby letters of credit is represented by the contractual amount of those
instruments. The Company uses the same credit policies in making commitments and conditional obligations as they
do for on-balance sheet instruments.
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(14) FINANCIAL INSTRUMENTS WITH OFF-BALANCE SHEET RISK (Continued)
Off-balance sheet financial instruments whose contract amounts present credit risk included the following:

December 31,
2001 2000
(In thousands)

Unused portion of existing lines of credit........ $ 128,887 $ 102,016
Firm commitments to originate loans ........... 102,053 66,371
Unadvanced construction loans .. ............. 52,435 53,127
Standby letters of credit . .................... 1,784 2,336

Commitments to originate loans are agreements to lend to a customer as long as there is no violation of any
condition established in the contract. Commitments generally have fixed expiration dates or other termination clauses
and may require payment of a fee. Since some of the commitments may expire without being drawn upon, the total
commitment amounts do not necessarily require future cash requirements. Management evaluates each customer’s
creditworthiness on a case-by-case basis. The amount of collateral obtained upon extension of the credit is based on
management’s credit evaluation of the borrower. Collateral held varies but may include accounts receivable, inventory,
property, plant and equipment and income-producing commercial real estate.

Standby letters of credit are conditional commitments to guarantee performance of a customer to a third party.
The credit risk involved in issuing letters of credit is essentially the same as that involved in extending loan facilities
to customers. The collateral supporting those commitments varies and may inciude real property, accounts receivable
or inventory.

(15) FAIR VALUE OF FINANCIAL INSTRUMENTS

The reported fair values of financial instruments are based on a variety of valuation techniques. In some cases,
fair values represent quoted market prices for identical or comparable instruments. In other cases, fair values have been
estimated based on assumptions concerning the amount and timing of estimated future cash flows, assumed discount
rates reflecting varying degrees of risk and future expected loss assumptions. These estimates involve a high degree
of judgment. The estimates do not reflect any premium or discount that could result from offering significant holdings
of financial instruments at bulk sale. Tax implications of unrealized gains and losses can also have a significant effect
on fair value of the financial instruments. Changes in economic conditions may dramatically affect the fair value of
financial instruments.

The following methods and assumptions were used to estimate the fair value of the Banks’ financial instruments:

For cash and due from banks and federal funds sold, the carrying amount approximates fair value due to the short
maturity of those instruments.

The fair values of investment securities are based on published market prices or quotations received from securities
dealers.

The fair values of loans are estimated for loan portfolios with similar financial characteristics. Loans are
segregated by type, fixed- and adjustable-rate interest terms and by performing and nonperforming status. The fair
values of performing residential real estate loans are estimated by discounting the anticipated future cash flows atrates
currently required by the secondary mortgage market for the purchase of similar loans. For performing commercial
real estate loans and performing commercial loans, fair values are estimated by discounting the anticipated future cash
flows using estimated market discount rates that reflect the credit and interest rate risk inherent in the loan as
determined by the loan’s terms and credit rating. For home equity loans and consumer loans, fair values are estimated
by discounting the anticipated cash flows using current interest rates.
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(15) FAIR VALUE OF FINANCIAL INSTRUMENTS (Continued)

The fair value of deposits does not include the value of long-term relationships with depositors and does not
reflect the value associated with possessing this relatively inexpensive source of funds that may be available for a
considerable length of time. The reported fair value of deposits with no stated maturity is equal to the amount payable
on demand at the reporting date. The fair value of time deposits is estimated by discounting the contractual future cash
flows at rates currently offered for time deposits with similar remaining maturities.

The fair value of FHLB advances is determined by discounting the anticipated future cash payments using rates
currently available for advances with similar terms and remaining maturities. For other borrowings, the carrying
amount approximates fair value due to the short maturity of those instruments.

The fair value of commitments to originate loans is estimated using the fees currently charged to enter into
similar agreements, taking into account the remaining terms of the agreements and the present creditworthiness of the
counterparties. For fixed rate loan commitments, fair value also considers the difference between current levels of
interest rates and the committed rates. The fair value of financial standby letters of credit is based on fees currently
charged for similar agreements or on the estimated cost to terminate them or otherwise settle the obligations with the
counterparties. The estimated fair value of all such commitments is insignificant.

Certain items are excluded from disclosure requirements, including banking premises and equipment, the value
of mortgage servicing rights, the intangible value inherent in deposit relationships (i.e. core deposits), leases and
pension benefit obligations, among others. Accordingly, the aggregate fair value amounts presented in the
accompanying table do not include all data integral to a full assessment of the Company’s financial position and the
market value of its net assets.

A summary of the estimated fair values of the Company’s financial instruments follows:

December 31,
2001 2000
Carrying  Estimated Carrying  Estimated

Amount Fair Value Amount Fair Value
{(In thousands)

Financial assets:

Cash and due from banks ............. $ 87,834 $§ 87,834 § 101,665 $ 101,665
Federal fundssold ... ... e 92,899 92,899 5,848 5,848
Short-term investments ............... 10,000 10,000 — —
Investment securities .. ............... 467,176 467,525 307,557 307,600
Loans held-for-sale .................. 19,675 19,727 13,666 13,714
Totalloans,net ..................... 2,545,469 2,552,161 2,338,251  2,342.343
Financial liabilities:
Deposits (with no stated maturity) . ... ... 1,200,234 1,200,234 972,988 972,988
Certificates of deposit ............... 992,123 1,014,086 1,016,642 1,019,601
Short-term and other borrowings . ....... 36,424 36,424 33,308 33,308

FHLB advances . .................... . 786,917 878,689 556,958 551,305
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(16) CONDENSED PARENT COMPANY INFORMATION
The condensed unconsolidated financial statements of the Parent Company follow:

December 31,
2001 2000
(In thousands)

BALANCE SHEETS

ASSETS:
Due from banks (primarily at Compass) .. ................. $ 1,810 § 3,644
Investment securities available-for-sale ................... 4,444 3,133
ESOP loan . ... o e 10,295 10,578
Investment in subsidiaries .. ........ . ... .. ... ... . . ..., 289,482 271,411
O T A8SEES o v oottt 457 377
Totalassets . .. ... . . . $306.488 $ 289.143

LIABILITIES AND STOCKHOLDERS® EQUITY: :
Accrued expenses and other liabilities . . ........ ... ... . ... $ 764 % 955

Stockholders’ equity ........ ... .. .. 305,724 288,188
Total liabilities and stockholders’ equity . ............. $306,488 $ 289,143

Year Ended December 31,

2001 2000 1999
(In thousands)

STATEMENTS OF INCOME

INCOME:
Interest and dividends on investment securities . ..... $ 130 $ 136 $ 88
Interest on ESOPloan . ........... .. ............ 809 831 856
Dividends from subsidiaries ..................... 16,000 21,514 —
Other ......... e 40 — —
Totalincome ................. [ 16,979 22,481 944
NONINTEREST EXPENSE 1,563 1,240 1,123
Income (loss) before income taxes and equity in
undistributed net income of subsidiaries . ... .... 15,416 21,241 (179)
PROVISION (BENEFIT) FOR INCOME TAXES ...... (451) 58 (106)
Income (loss) before equity in undistributed net
income of subsidiaries ..................... 15,867 21,183 (73
EQUITY IN UNDISTRIBUTED NET INCOME
OF SUBSIDIARIES . ... ... ... . ... .. ... ... 15,100 2,746 24,599
Netincome . ... e $ 30,967 $ 23,929 $ 24,526
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STATEMENTS OF CASH FLOWS
CASH FLOWS FROM OPERATING ACTIVITIES:

Netincome . ......couitiii i
Adjustments to reconcile net income to net
cash provided by (used in) operating activities:

Net amortization . ... ... .. i

Stock-based compensation ............. .. ... ...
Equity in undistributed earnings of subsidiaries ... ..
Net (increase) decrease in other assets ............
Net increase (decrease) in other liabilities, net . ... ..
Net cash provided by (used in) operating activities ..

CASH FLOWS FROM INVESTING ACTIVITIES:

Acquisition of Home Port Bancorp, Inc.,net .. .......
Investment in subsidiaries . . ............ ... ... ...
Purchase of securities .. ....... ... .. ... .. ... . ...
Repayments onESOP loan .. ............... ... ...

Net cash used in investing activities . .. ........

CASH FLOWS FROM FINANCING ACTIVITIES:

Non-operating dividends from subsidiaries ..........
Exercise of stockoptions . .. .......... ... ... ...
Tax benefit of stock option and award transactions, net
Repurchase of common stock ....................
Stock award reimbursement by Compass ...........
Cashdividends .. ...... .. ... ... ... . .. ...

Net cash provided by (used in) financing activities . . .

Net decrease in due from banks . .............

DUE FROM BANKS BEGINNING OF YEAR ........
DUE FROM BANKS END OF YEAR ...............
SUPPLEMENTAL DISCLOSURE OF CASH FLOW

INFORMATION:
Incometaxespaid ....... ... ... ... ... ... ..

69

CONDENSED PARENT COMPANY INFORMATION (Continued)

Years Ended December 31,
2001 2000 1999
(In thousands)

$ 30,967 $23,929 § 24,526

(3) 11 13
237 349 131
(15,100)  (2,746)  (24,599)
(211) 24 (30)
(281) 250 (200)
15,609 21,817 (209)

(111} (68,463) v—

- - (100,000)
(87)  (1,358) (332)
283 262 360

85  (69,559)  (99,972)

— 57,486 —
320 — —

63
(10,492)  (8,680)  (15,939)
1,012 1,012 506

(8,431)  (6,607) (2,645)
(17,528) 43,211 (18,078)
(1,834)  (4,531) (118,259)
3,644 8,175 126,434
$ 1,810 $ 3644 S 8175

$13,204 § 13,892

5 20991




SEACOAST FINANCIAL SERVICES CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2001 .

(17) STOCKHOLDERS’ EQUITY
Stock Conversion

As part of the conversion from mutual to stock form in 1998 (the Conversion), the Company established a
liquidation account in an amount equal to its net worth as of May 31, 1998. The liquidation account is maintained for
the benefit of eligible account holders and supplemental eligible account holders who maintain their accounts at
Compass after the Conversion. The liquidation account is reduced annually to the extent that such account holders
have reduced their qualifying deposits as of each anniversary date. Subsequent increases do not restore an account
holder’s interest in the liquidation account. In the event of a complete liquidation, each eligible account holder is
entitled to receive balances for accounts then held.

Stock Repurchase Programs

In July 1999, the Board of Directors authorized the Company to repurchase up to 1,000,000 shares in the open
market to meet the anticipated needs of stock awards and stock options issued in connection with the Stock Incentive
Plan. In October 1999 and July 2000, the Board of Directors, with the approval of the Commissioner of Banks,
authorized the Company to repurchase up to an additional 1,231,900 and 1,254,312 shares, respectively, in the open
market. The Board of Directors delegated to the discretion of senior management the authority to determine the timing
of the repurchase programs’ commencement, the timing of subsequent repurchases and the prices at which repurchases
will be made.

As of January 22, 2002, the Company had repurchased 3,027,000 shares of its common stock under these
programs at a total cost of $35.1 million, all of which shares had been repurchased as of December 31, 2001.

Dividend Reinvestment and Stock Purchase Plan

In October 1999, the Board of Directors authorized a dividend reinvestment and stock purchase plan for up to
500,000 shares of common stock. Stockholders owning 100 or more shares are eligible to enroll and may reinvest part
of all of their cash dividends. Participants may also make optional cash payments from $100 to a maximum of $5,000
per quarter to purchase additional shares of common stock. This plan commenced upon the Board’s declaration of the
Company’s quarterly cash dividend in January 2000. The Company has directed its agent to acquire shares in open
market transactions to meet the needs of this plan.

(18) BUSINESS SEGMENT INFORMATION

The Company has identified its reportable segment as “Community Banking” which consists of commercial and
retail banking. The Company operates under two operating segments which have similar economic characteristics,
products and services, distribution channels and regulatory environments. Accordingly, disaggregated segment
information for each bank is not presented. The community banking segment derives its revenue from a wide range
of banking services, including investing and lending activities and acceptance of demand, savings and time deposits,
merchant credit card services as well as servicing loans for investors. There is no major customer, as defined, and the
banks operate within a single geographic area (southeastern Massachusetts, including the islands of Martha’s Vineyard
and Nantucket).

Non-reportable operating segments of the Company’s operations which do not have similar characteristics to the
community banking operations and do not meet the quantitative thresholds requiring disclosure, are included in the
Other category in the disclosure of business segments below. These non-reportable segments include the Parent
Company (Note 16).
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SEACOAST FINANCIAL SERVICES CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2001

(18) BUSINESS SEGMENT INFORMATION (Continued)

The accounting policies used in the disclosure of business segments are the same as those described in the
summary of significant accounting policies (Note 1). The consolidation adjustments reflect certain eliminations of
intersegment revenue, cash and the Parent Company investments in subsidiaries.

Reportable segment specific information and reconciliation to consolidated financial information is as follows

(in thousands):

Community Other Adjustments
Banking Other and Eliminations Consolidated
December 31, 2001
Investment securities ........ $ 462,732 $ 4,444 $ — § 467,176
Netloans.................. 2,545,469 10,295 (10,295) 2,545,469
Totalassets ................ 3,342,693 305,526 (300,752) 3,347,467
Total deposits .............. 2,192,357 — — 2,192,357
Total borrowings ........... 823,341 — - 823,341
Total liabilities ............. 3,040,979 764 — 3,041,743
Net interest income .. ........ 102,768 939 (809) 102,898
Provision for loan losses . . . . .. 6,175 — — 6,175
Total noninterest income . .. .. 16,303 40 — 16,343
Total noninterest expense . . . .. 63,813 1,563 — 65,376
Netincome ................ 31,100 30,967 (31,100) 30,967
December 31, 2000
Investment securities ........ $ 304,424 § 3,133 $ — $ 307,557
Netloans.................. 2,338,251 10,578 (10,578) 2,338,251
Totalassets ................ 2,887,571 288,191 (284,997) 2,890,765
Total deposits .............. 1,989,630 — — 1,989,630
Total borrowings ........... 590,266 — — 590,266
Total liabilities ............. 2,601,622 955 — 2,602,577
Net interest income ... ....... 79,967 967 (831) 80,103
Provision for loan losses . . . ... 4,775 — — 4,775
Total noninterest income ..... 9,987 — — 9,987
Total noninterest expense . . . . . 47,831 1,240 — 49,071
Netincome ................ 24,259 23,929 (24,259) 23,929
December 31, 1999
Investment securities ........ $ 270,794 $ 2,133 $ — $ 272,927
Netloans.................. 1,730,378 10,840 (10,840) 1,730,378
Totalassets ................ 2,120,382 249,293 (246,890) 2,122,785
Total deposits . ............. 1,515,622 — — 1,515,622
Total borrowings ........... 314,622 — — 314,622
Total liabilities ............. 1,848,359 405 — 1,848,764
Net interest income . ......... 74,354 944 (856) 74,442
Provision for loan losses . . .. .. 2,000 — — 2,000
Total noninterest income . .. .. 9,994 — — 9,994
Total noninterest expense . . . .. 43,393 1,123 — 44,516
Netincome ............... 24,599 24,526 (24,599) 24,526
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2001 and 2000.

Interest income

Interest expense
Net interest income

Provision for loan losses ..
Other noninterest income (2)
Noninterest expense (3)

Net income .........
Earnings per share:

Basic

Cash dividends per share

$1,024,000.

Gain on pension plan settlement (1)

Income before income taxes ..
Provision for income taxes (4) ....

SEACOAST FINANCIAL SERVICES CORPORATION AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

DECEMBER 31, 2001

(19) SELECTED QUARTERLY FINANCIAL DATA (UNAUDITED)

The following table summarizes the operating results on a quarterly basis for the years ended December 31,

2001 2000

Fourth Third  Second First Fourth Third . Second First

Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter
(Dollars in thousands, except for per share amounts)

...... $ 54,418 § 55,349 $ 53,892 §$ 52,664 $45,542 $43,304 $40,225 $37,368
...... 26,951 29,060 28,749 28,731 24,587 22,944 20,398 18,407
...... 27,467 26,289 25,143 23,933 20,955 20,360 19,827 18,961
...... 1,750 1,550 1,475 1,400 1,275 1,250 1,200 1,050
1,504 — — — — — — —
..... 4,590 3,686 3,565 3,122 2,579 2,928 2,301 2,179
...... 17,511 15,991 16,067 15,865 13,023 12,760 11,582 11,706
14,300 12,434 11,166 9,790 9,236 9,278 9,346 8,384
5,099 4,400 4,165 3,059 2,829 3,183 3,347 2,956
...... $ 9201 % 80343 70018 67313 6407 $ 6095 $ 5999 § 5428
...... $ 040% 0343 0308% 0298 0278 0269% 0258 023
...... 0.39 0.34 0.29 0.28 0.27 0.26 0.25 0.23
...... 0.09 0.09 0.08 0.08 0.07 0.07 0.06 0.06

(1) Refer to Note 12 regarding the termination of the defined benefits plan.
(2) In the quarter ending December 31, 2001, the Company recorded gains on the sale of mortgage loans of approximately
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(3) In the quarter ending December 31, 2001, salaries and benefits increased ($569,000), data processing increased
($276,000), advertising and marketing increased ($227,000) and other expenses increased (3301,000).

(4) During the quarter ended December 31, 2000, the Company reversed approximately $300,000 in tax reserves which
were deemed no longer required. During the quarter ending March 31, 2001, the Company recorded a tax refund of
$341,000 against the tax provisions due on amended tax returns related to the Sandwich acquisition.




Item 9. Changes in and Disagreements With Accountants on Accounting and Financial Disclosure
None.

PART III

Item 10. Directors and Executive Officers of the Registrant

Information required by Item 10. of this Form is incorporated by reference herein from the Company’s Proxy
Statement relating to the 2002 Annual Meeting of Stockholders of the Company.

Item 11. Executive Compensation

Information required by Item 11. of this Form is incorporated by reference herein from the Company’s Proxy
Statement relating to the 2002 Annual Meeting of Stockholders of the Company.

Item 12. Security Ownership of Certain Beneficial Owners and Management

Information required by Item 12. ofthis Form is incorporated by reference herein from the Company’s Proxy
Statement relating to the 2002 Annual Meeting of Stockholders of the Company.

Item 13. Certain Relationships and Related Transactions

Information required by Item 13. of this Form is incorporated by reference herein from the Company’s Proxy
Statement related to the 2002 Annual Meeting of Stockholders of the Company.

PART IV
Item 14. Exhibits, Financial Statememt Sched]ulle_s and Reports on Form 8-K
(a) Contents:
1. Financial Statements: All financial statements are included in Item 8. of Part II to this report.

2. Financial Statement Schedules: All financial statement schedules have been omitted because they are
either not required, not applicable or are included in the consolidated financial statements or related

notes.
3. Exhibits

3.1 Articles of Organization of Seacoast Financial Services Corporation++-+

3.2 By-Laws of Seacoast Financial Services Corporation+++

4 Specimen certificate for the common stock of Seacoast Financial Services
Corporation++

10.1* Form of Employment Agreement by and among Seacoast Financial Services
Corporation, Compass Bank for Savings and Kevin G. Champagne+

10.2%* Form of Employment Agreement by and among Compass Bank for Savings,
Seacoast Financial Services Corporation and certain Officers of Compass Bank for
Savings+

10.3% Form of Change in Control Agreements by and among Seacoast Financial Services

Corporation, Compass Bank for Savings, Kevin G. Champagne and certain other
Officers of Compass Bank for Savings+
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10.4*

10.5%*

10.6*

10.7*

10.12*

10.13*

10.17*

10.20*

11

21

23

99

++

+++

bt

T

bttt

Form of Change in Control Agreement by and among Seacoast Financial Services
Corporation, Compass Bank for Savings and certain Officers of Compass Bank for
Savings +

Form of Executive Salary Continuation Agreements made and entered into by and
between Compass Bank for Savings and Kevin G. Champagne, Arthur W. Short,
John D. Kelleher and Francis S. Mascianica and forms of amendments thereto +

Trust Agreement, made as of December 18, 1992, by and between Compass Bank
for Savings and Shawmut Bank, N A, +

Compass Bank for Savings January 2000 Incentive Compensation Plan ++++++
Compass Bank for Savings Executive Deferred Compensation Plan +

Rabbi Trust for Compass Bank for Savings Executive Deferred Compensation Plan +
Sandwich Co-operative Bank 1992 Directors Deferred Compensation Plan +
Seacoast Financial Services Corporation 1999 Stock Incentive Plan ++++

A statement regarding earnings per share is included in Item 8., Note I, of this
report.

Subsidiaries (See Item 1. of Part I to this report.)
Conseﬁt of Arthur Andersen LLP

Letter from The Company to the Commission Pursuant to Temporary Note 3T to
Article No. 3 ofRegulation S-X

Management compensatory plan or arrangement.

Incomporated by reference to the Company’s Registration Statement on Form S-1 (333-
52889), filed with the SEC under the Company’s prior name, “The 1855 Bancorp”, o
May 15, 1998. .

Incorporated by reference to Amendment No. 1 to the Company’s Registration
Statement on Form S-1 (333-52889), filed with the SEC under the Company’s prior
name, “The 1855 Bancorp”, on August 14, 1998.

Incorporated by reference to the Company’s Registration Statement on Form &-A filed
with the SEC on November 18, 1998.

Incorporated by reference to the Company’s Proxy Statement on Schedule 14A filed
with the SEC on April 16, 1999.

Incorporated by reference to the Company’s Current Report on Form 8-K filed with the
SEC on August 30, 2000.

Incorporated by reference to the Company’s Annual Report on Form 10-K filed with the
SEC on March 27, 2000

(b) Reports on Form 8-K: No reports were filed during the fourth quarter.

74




Exhibit 99.1
SEACOAST FINANCIAL SERVICES CORPORATION

One Compass Place
New Bedford, MA 02740

LETTER TO COMMISSION PURSUANT TO TEMPORARY NOTE 3T

March 29, 2002

Security and Exchange Commission
450 Fifth Street, NW.
Washington, D.C. 20549-0408

Ladies and Gentlemen:

This letter is written pursuant to Temporary Note 3T to Article No. 3 of Regulation S-X. Seacoast Financial
Services Corporation has received a representation letter from Arthur Andersen LLP (“Andersen™) stating that the audit
of the consolidated balance sheets of Seacoast Financial Services Corporation and subsidiaries as of December 31,2001
and 2000, and the related consolidated statements of income, stockholders” equity and cash flows for each of the three
years in the period ended December 31, 2001, was subject to Andersen’s quality control system for the U.S. accounting
and auditing practice to provide reasonable assurance that the engagement was conducted in compliance with
professional standards, that there was appropriate continuity of Andersen personnel working on the audit, availability
of national office consultation, and availability of personnel at foreign affiliates of Andersen to conduct the relevant
portions of the audit.

Very truly yours,
Seacoast Financial Services Corporation
/s/ Francis S. Mascianica, Jr.

Francis S. Mascianica, Jr.
Chief Financial Officer
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has
duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

Seacoast Financial Services Corporation
DATE: March 28, 2002 By:/s/ Kevin G. Champagne

Kevin G. Champagne
President and Chief Executive Officer

By:/s/ Francis S. Mascianica, Jr.
Francis S. Mascianica, Jr.
Treasurer, as Principal Financial and
Accounting Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the Registrant and in the capacities and on the dates indicated.

/s/ Kevin G. Champagne
Kevin G. Champagne President, Chief Executive  March 28, 2002
Officer and Director

/s/ David P. Cameron
David P. Cameron Director March 28, 2002

/s/ Howard C. Dver, Jr.
Howard C. Dyer, Jr. Director March 28, 2002

/s/ Mary F. Hebditch
Mary F. Hebditch Director March 28, 2002

/s/ Glen F. Johnson _
Glen F. Johnson Director March 28, 2002

/s/ Thornton P. Klaren, Jr.
Thornton P. Klaren, Jr. Director March 28, 2002

/s/ J. Louis LeBlanc
J. Louis LeBlanc Director March 28, 2002
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/s/ Frederic D. Legate

Frederic D. Legate

/s/ Reale J. Lemieux

Reale J. Lemieux

/s/ A. William Munro

A. William Munro

/s/ Philip W, Read

Philip W. Read

/s/ Carl Ribeiro

Carl Ribeiro

/s/ Joseph H. Silverstein

Joseph H. Silverstein

/s/ Gerald H. Silvia

Gerald H. Silvia
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Kevin G. Champagne,
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Glen F. Johnson
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Mary F. Hebditch, CPA

A. William Munro
Joseph H. Silverstein
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Assistant to the President & Clerk
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J. Louis LeBlanc
Thornton P. Klaren, Jr.
(Missing Philip W. Read)
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Arthur L. Desrocher Barry J. Thurston Carl Ribeiro
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William P. Hourihan, Jr.
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Frederic D. Legate
John Dooley, Jr.
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Philip W. Read




Main Office
One Compass Place
New Bedford

Assonet
63 South Main Street

Braley Road
1230 Braley Road,
New Bedford

Buzzards Bay
108 Cohasset Avenue

Carver
160 North Main Street

Cedarville
2277 State Road

Chatham
895 Main Street

Chilmark
South Road

Dartmouth Mall

88-90 No. Dartmouth Mall

Fairhaven
125 Huttleston Avenue

Fall River Central
141 North Main Street

Falmouth
310 Gifford Street

Four Corners
19 Main Street,
Edgartown

Hyannis

North Street & Bassett Lane

Kempton
1238 Kempton Street,
New Bedford

Lunds Corner
2136 Acushnet Avenue,
New Bedford

Manomet
715 State Road

Martha’s Vineyard Central

75 Main Street,
Vineyard Haven

Mattapoisett
2 Fairhaven Road

This annual report contains forward-looking statements within the meaning of the Private Securities Litigation Reform Act of 1995. Such statements
are not historical facts and include expressions about management's confidence and strategies and management’s expectations about new and
existing programs and products, relationships, opportunities, technology and market conditions. Such forward-looking statements involve certain
risks and uncertainties. These include, but are not limited to, the direction of movements in interest rates, the possibility of disruption in credit
markets, the effects of economic conditions and the impact of legal and regulatory barriers and structures. Actual resuits may differ materially

Mt. Pleasant
440 Mt, Pleasant Street,
New Bedford

New Bedford South
58 County Street

New Harbour Mall

430 Wm. S. Canning Blvd,,

Fall River

Oak Bluffs
Qak Bluffs Avenue

Orleans
51 Main Street

Pilgrim Hill
2 Pilgrim Hill Road,
Plymouth

Plymouth Central
32 Court Street

Pocasset
30 Barlows Landing Road

Rockdale
585 Allen Street,
New Bedford

Sandwich Central
100 Old Kings Hwy.

Seekonk
130 Taunton Avenue

Somerset
54 County Street

South Dennnis
423 Route 134

South Sandwich
331 Cotuit Road

South Yarmouth
1029 Route 28

Swansea
620 GAR Hwy.

Triangle
260 Edgartown Road,
Edgartown

Wareham
261 Main Street

West Hyannis
715 West Main Street

Westport
786 Main Road

104 Pleasant Street
: oo 2 Orange Street
(limited to students and faculty, 1 Amelia Drive
open only during school hours)
BMC Durfee High School
360 Elsbree Street, Fall River

New Bedford High School
230 Hathaway Boulevard

www.compassbank.com
www.nantucketbank.com

Members FDIC/Members DIF
Equal Housing Lenders

:x» Compass Bank

NANTUCKET
BANK

COMPASS BANK NANTUCKET BANK

from such forward-looking statements. Seacoast Financial assumes no obligation for updating any such forward-looking statements at any time.
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The Company’s common stock
trades on The Nasdaq Stock
Market® under the symbol
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